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SOCIAL SECURITY: WHOSE TRUST WILL BE
BROKEN?

TUESDAY, JULY 29, 2003

U.S. SENATE,
SPECIAL COMMITTEE ON AGING,

Washington, DC.
The committee met, pursuant to notice, at 10 a.m., in room SD-

628, Dirksen Senate Office Building, Hon. Larry E. Craig (chair-
man of the committee) presiding.

Present: Senators Craig and Stabenow.

OPENING STATEMENT OF SENATOR LARRY E. CRAIG,
CHAIRMAN

The CHAIRMAN. Good morning, everyone. The U.S. Senate Special
Committee on Aging will convene.

I was just chatting with BNA's correspondent, Mr. Wyand, and
he tells me that his uncle turned 100 yesterday. He mentioned he
was coming down here on a Social Security hearing, and he in-
structed his nephew to make sure that Social Security is going to
be OK and left alone. I can tell your uncle personally that the sys-
tem will be stable and long-lived for him. [Laughter.]

Well, thank you all very much for being with us this morning.
Today we do something that is really the primary responsibility of
this committee, and that is, oversight, review, and record building,
information gathering, for the purposes of senatorial use, especially
as the appropriate committees begin to look at Social Security in
the coming years and deal with the realities of the trust funds.

Last year, Senator Chuck Grassley, Chairman of the Finance
Committee, and I asked the GAO to use its analytical framework
to evaluate a Social Security Trust Fund exhaustion scenario or
what might be called the status quo option. This option reflects the
idea that we do not need to act soon to strengthen Social Security.
Critics of the models developed by the President's Commission to
Strengthen Social Security suggest that we wait until the trust
fund is exhausted before we act to improve the system.

Today's GAO trust fund exhaustion study builds on a report re-
quested by Aging Committee Ranking Member Senator Breaux and
presented in January to this committee by the Comptroller Gen-
eral. The January report used GAO's analytical framework to
evaluate the models developed by the President's Commission to
Strengthen Social Security. Today's GAO study will help us com-
pare the Commission's models with the status quo or the trust fund
exhaustion scenario.

(1)
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Many of us in Congress have a strong concern for the future of
Social Security and the impact on future beneficiaries of the status
quo option. It is important to emphasize that the trust fund ex-
haustion scenario does not affect seniors currently receiving Social
Security benefits or those about to retire. This scenario is really
about America's youth, in other words, looking forward into the fu-
ture.

Representing them here today will be a panelist by the name of
Brad Smith, who will be on our second panel, a 20-year-old college
student who will testify before us. We are here today to receive
first the GAO's report and listen to additional testimony on the
trust fund exhaustion scenario, but before we begin, I am com-
pelled to mention recent action taken by several lawmakers in Con-
gress.

Last Wednesday, I signed a bipartisan letter with several law-
makers, including my good friend, the ranking member of this com-
mittee, John Breaux. The letter was addressed to leaders of the
Democrat and the Republican Campaign Committees. The letter
called for a political cease-fire on Social Security.

In signing the letter, we pledged to defend candidates running
for public office, Republican or Democrat, who support, and I quote,
"Social Security modernization and are willing to make the tough
choices to address the fiscal challenges facing Social Security."

This hearing is convened in the spirit of a cease-fire on Social Se-
curity and to point this Congress in the direction of facing up to
the tough choices ahead on Social Security.

With that, I am pleased to welcome the distinguished witnesses
to the Aging Committee. Our first witnesses on panel one are
David Walker, who is the Comptroller General of the General
Accounting Office. James Lockhart, Deputy Commissioner for the
Social Security Administration, will also testify before us today on
panel one.

Panel two I mentioned. We will hear from Dr. Thomas Saving,
Public Trustee for the Social Security/Medicare Trust Funds, and
Brad Smith of Knoxville, TN, President and co-founder of an orga-
nization called Social Good Through Politics at Harvard University,
where he will be a junior this fall.

So I look forward to all of your testimony. Now let us turn to our
first panel, Mr. Walker and Mr. Lockhart. David, if you would
start.
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STATEMENT OF HON. DAVID M. WALKER, COMPTROLLER GEN-
ERAL, UNITED STATES GENERAL ACCOUNTING OFFICE,
WASHINGTON, DC

Mr. WALKER. Thank you, Chairman Craig. It is a pleasure to be
here to speak about the important issue of our Nation's Social Se-
curity program. As you know, today we are issuing the report that
Senator Grassley and you requested dealing with the trust fund ex-
haustion scenario, or the so-called "do nothing" scenario. But before
I end up getting into summarizing the key parts of that report, I
would like to talk about a few framework issues that I think are
important to put this subject in context.

I think it is important to keep in mind that in looking at Social
Security reform, focusing on trust fund solvency alone is not suffi-
cient. We need to put the program on a path toward sustainable
solvency. Trust fund solvency is an important concept, but focusing
on trust fund solvency alone can lead to a false sense of security
about the overall condition of the Social Security program.

Second, as this next graphic will show, Social Security reform is
part of a broader fiscal challenge, and the combined Social Security
and OASDI program will end up taking an increasingly large part
of the overall Federal budget. If you look into the future, you can
see that we are in for some very tough decisions because of the
large and growing gap between projected revenues and projected
expenditures based upon, these assumptions. Absent reform, the
Nation will ultimately have to choose between persistent and esca-
lating Federal deficits, significant tax increases, and/or dramatic
budget cuts.

Solving Social Security's long-term financing problem is more im-
portant and complex, as you know, Mr. Chairman, than simply
making the numbers add up. Acting sooner rather than later would
clearly help to ease the difficulty of change. Social Security will
begin to constrain the budget long before the trust funds are ex-
hausted in 2042. In fact, as you can see from this graphic, the pro-
gram's annual cash-flow is projected to become negative in 2018.

Social Security's annual cash deficit will place increasing pres-
sure on the rest of the Federal budget to raise resources necessary
to meet program costs. Waiting until Social Security faces an im-
mediate solvency crisis will limit the scope of feasible solutions and
could reduce the option only to those choices that are the most dif-
ficult and dramatic options.

Acting soon reduces the likelihood that Congress will have to
choose between imposing severe budget cuts and benefit cuts or un-
fairly burdening future generations, as the next chart will show.
This chart shows the sooner you act, the less dramatic changes you
have to make, whether it be on the revenue side or the expenditure
side because we get the power of compounding working for us rath-
er than as it is right now, namely working against us.

The trust fund exhaustion scenario or the "do nothing" scenario
analyzed in our report dramatically illustrates the need for action
sooner rather than later. Under this scenario, once the combined
trust funds have been fully depleted, benefit payments would be
adjusted each year to match the annual tax revenue that will be
coming into the trust funds.
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Under the trust fund exhaustion, scenario those receiving bene-
fits would experience a large and sudden benefit reduction of about
27 percent, or, in other words, they would receive about 73 percent
of currently scheduled benefits in 2039. By the end of the 75-year
period, smaller reductions that would occur in successive years
after 2039 would mean that individuals would only be receiving
about two-thirds of what otherwise they would have been receiving
under the current benefit formulas, or about 67 percent of their
currently scheduled benefits. As you can see, a dramatic decline
would occur between 2037 and 2039 and then a gradual decline be-
yond that.

As the next graphic shows, the trust fund exhaustion scenario
raises significant intergenerational equity issues. The timing of the
benefit adjustments means that the trust fund exhaustion scenario
would place much greater burdens on younger generations. For ex-
ample, those born in 1955 would receive currently scheduled bene-
fits until they reach age 83, while those born in 1985 would always
receive benefits in retirement lower than currently scheduled bene-
fits. This means that the lifetime benefits would be reduced for
younger generations. So, therefore, their return on investment
would also be reduced.

In addition, under the trust fund exhaustion scenario, benefits
would be adjusted proportionally for all recipients, increasing the
likelihood of hardship for lower-income retirees and the disabled,
those who rely on Social Security as their primary or sole source
of retirement income.

In summary, Mr. Chairman, the Social Security challenge is a
significant one. We do not have an immediate solvency problem.
We do not have an immediate crisis with regard to this program.
We do, however, have a large and growing imbalance. Acting soon-
er rather than later is the responsible approach. Candidly, solving
the Social Security problem is easy lifting compared to Medicare
and some of the other challenges we face. We have an opportunity
to exceed the expectations of all generations of Americans if we
take timely and prudent actions. Thank you, Mr. Chairman, for
holding this hearing. It is incredibly important.

[The prepared statement of Mr. Walker follows:]
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SOCIAL SECURITY REFORM

Analysis of a Trust Fund Exhaustion
Scenario Illustrates the Difficult Choices
and the Need for Early Action

What GAO Found
Although the Trustees' 2003 intermediate estimates show that the combined
Social Security Trust Funds will be solvent until 2042, program spending wil
constitute a growing share of the budget and the economy much sooner.
Within 5 years, the first baby boomers will become eligible for Social
Security. By 2018, Social Securitys tax income is projected to be insuffident
to pay currently scheduled benefits. This shift from positive to negative cash
flow will place increased pressure on the federal budget to raise the
resources necessary to meet the program's ongoing costs. In the long term,
Social Security, together with rapidly growing federal hesith programs, will
dominate our nation's fiscal outlook Absent reform, the nation will
ultimately have to choose between persistent, escalating federal deficits,
significant tax increases, and/or dramatic budget cuts of unprecedented
magnitude.

The Trust Fund Exhaustion scenario we analyzed dramatically illustrates the
need for action sooner rather than later. (SeeSociW Security Rejoin:
Analysis qf a Thsat FPund Exhaustion Scenarto. GA003-907. Washington,
D.C.: July20, 2003.) Under this scenario, after the combined trust funds had
been fully depleted, benefit payments would be adjusted each year to equal
annual tax income. Under this scenario, after trust fend exhaustion those
receiving benefits would experience large and sudden benefit reductions.
Additional smaller reductions in the following years would result in benefits
equal to about two-thirds of currently scheduled levels by the end of the 75-
year simulation period.

The Trust Fund Exhaustion scenario raises significant intergenerational
equity issues The tuming of the benefit adjusttents means the Tnrst Fund
Exhaustion scenario places a much greater burden on younger generations.
Lifetime benefits would be reduced much more for younger generations. In
addition, under the Trust Fund Exhaustion scenario, benefits would be
adjusted proportionately for all recipients, increasing the likelihood of
hardship for lower income retirees and the disabied, especially those who
rely on Social Security as their primary or sole source of retirement income.

Fundamentally, the Trust Fund Exhaustion scenario illustrates trade-offs
between achieving sustainable solvency and maintaining benefit adequacy.
The longer we wait to take action, the sharper these trade-offs will become.
Acting soon would allow changes to be phased in so the individuals who are
most likely to be affected, namely younger and future workers, will have
time to djust their retirement planning while helping to avoid related
'expectation gaps.' Finally, acting soon reduces the likelihood that the
Congress will have to choose between imposing severe benefit cuts and
unfairly burdening hfture generations with the program's rising costs.

Ukgt.d SIfS. O-9 A...lno Offi.
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Mr. Chairman and Members of the Committee

Thank you for inviting me here to talk about our nation's Social Security
program. Social Security not only represents the foundation of our
retirement income system; it also provides millions of Americans with
disability insurance and survivors' benefits. As a result, Social Security
provides benefits that are critical to the current and future well-being of
tens of millions of Americans. As I have said in congressional testimonies
over the past several years, this important program faces both solvency
and sustainability challenges in the longer term that require our attention
today.

Last January, I testified before this Commnittee on the need for early action
to reform Social Security.I That testimony presented GAO's analysis of the
reform models developed by the President's Commission to Strengthen
Social Security. Since that time, the Social Security Trustees have issued
their 2003 report, which showed that the program's financial condition
remains virtually unchanged since last year. Under the Trustees' 2003
intermediate estimates, the actuarial balance of the combined trust funds'
over the 75-year period deteriorated from last year's estimate of -1.87
percent of taxable payroll to this year's estimate of -1.92 percent of
taxable payroll. The present value of this actuarial deficit is $3.8 trillion
over the 75-year period. Absent legislative action, within 15 years
projected Social Security outlays will begin to exceed projected tax
receipts, and by 2042 the combined Old-Age and Survivors Insurance and
Disability Insurance (OASDI) trust funds are projected to be exhausted.
These new estimates once more underscore the program's unsustainability
as Social Security continues to await reform.

Today we are issuing a report you requested using the same criteria and
framework we used in our report on the Commission reform models to

'U.S. Geer.e Acenia Oll,r SadaSrilg ceafer s-Ea1i- SeI Siv y
Reert Prhp., GAOfr-HE5-94 (Whtngin, D.C: Ma. 25, l1eg1sa-; Str-ui:r
7henPtid-V. aPlsri GAOrT-NESAIAMD4043 (W.inagtoen D.C: N. 9, 1999);
h.dge. I-s Lesg-T eam F chanarUy GAo04467r (Wehftstoe, D.C.: Feb. 27,

2002)e Seda Securiy. Lesg-gTen riasag Sbotfal r-iwa Nedlorrefo,,,.
GA02-845T (Weaetan D.C: Jiha 19, 2002).
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analyze the potential effects over the long term if no program reform takes
place ' For this analysis, we applied our criteria to a scenario is which the
Tirst Fund reaches exhaustion, after which only benefits equal to cash
available from program income are paid. The scenario iflustrates some
potential outcomes of a lack of action to address the serious imbalance
between Social SecuriWs projected revenues and the costs of paying
currently scheduled benefits

Before I summarize the findings from this analysis, let me first highlight a
number of important points in connection with the Social Security
challenge.

Focusing on trust fund solvency alone Is not sufficent. We need to
put the program on a path toward sustainable solvency. Trust fund
solvency is an important concept, but focusing on trust ftmd solvency
alone can lead to a false sense of security about the overall condition of
the Social Security program. The size of the trust fund does not tell us
whether the program is sustainable-that is, whether the government will
have the capacity to pay future claims or what else will have to be
squeezed to pay those claims. Aiming for sustainable solvency would
increase the chance that future policymakers would not have to face these
difficult questions on a recurring basis. Estimates of what it would take to
achieve 75-year trust fund solvency understate the extent of the problem
because the program's financial imbalance gets worse in the 76th and
subsequent years.'

Social Security reform is part of a broader fiscal and economic
challenge. If you look ahead in the federal budget, the combined Social
Security or OASDI program together with the rapidly growing health
programs (Medicare and Medicaid) will dominate the federal government's
future fiscal outlook Under GAO's long-term simulations it continues to
be the case that these programs increasingly constrain federal budgetary
flexibility over the next few decades. Absent reform, the nation will
ultimately have to choose between persistent, escalating federal deficits,
significant tax increases, and/or dramatic budget cuts.

OA040tO13gT S-elo Seselth r W
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Solving Social Security's long-term finanrdng problem is more
important and complex than simply making the numbers add up.
Social Security is an important and successful social program that affects
virtually every American family. It currently pays benefits to more than 46
million people, including retired workers, disabled workers, the spouses
and children of retired and disabled workers, and the survivors of
deceased workers. The number of individuals receiving benefits is
expected to grow to over 68 million by 2020. The program has been highly

. effective at reducing the incidence of poverty among the elderly, and the
disability and survivor benefits have been critical to the financial well-
being of miliions of others.

Acting sooner rather than later would help to ease the difficulty of
change. As I noted previously, the challenge of facing the imminent and
daunting budget pressure from Medicare, Medicaid, and OASDI increases
over time. Social Security will begin to constrain the budget long before
the tust funds are exhausted In 2042. The program's annual cash now is
projected to be negative beginning in 2018. Social Security's annual cash
deficit will place increasing pressure on the rest of the budget to raise the
resources necessary to meet the program's costs. Waiting until Social
Security faces an immediate solvency crisis will limit the scope of feasible
solutions and could reduce the options to only those choices that are the
most difficult It could also contribute to further delay the really tough
decisions on health programs (e.g., Medicare, Medicaid). Acting soon
would allow changes to be phased in so the individuals who are most
likely to be affected, namely younger and future workers, will have time to
adjust their retirement planning while helping to avoid related
.expectation gaps.' It would also help to assure that the 'miracle of
compounding' works for us rather than against us. Finally, acting soon
reduces the likelihood that the Congress will have to choose between
imposing severe benefit cuts and unfairly burdening future generations
with the program's rising costs.

The Trust Fund Exhaustion scenario analyzed in our report dramatically
illustrates the need for action sooner rather than later. Under this
scenario, once the combined trust funds had been fully depleted, benefit
payments would be adjusted each year to equal annual tax income.' After

'U.S. Ge-eal Accounting Ofle., SocdS- SeRlqftl 5oW AsatsS qfs a tat FNd
Ewawti-o s a, GA043D-07 (Wseg, D.Q: J3 29. 2003).
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trust fund exhaustion, those receiving benefits would experience a large
and sudden benefit reduction of about 27 percent (to 73 percent of
currently scheduled levels) in 2039.' By the end of the 76-year period,
smaller reductions in successive years after trust find exhaustion would
mean that benefits would be about two-thirds of what they would have
been under current benefit fonnulas (or 67 percent of currently scheduled
levels).

The Trust Fund Exhaustion scenario raises significant intergenerational
equity issues. The timing of the benefit adjustments means the Trust Fund
Exhaustion scenario places a much greater burden on younger
generations. For example, those born in 1955 would receive currently
scheduled benefits until they reached age 83, while those born in 1985
would always receive benefits in retirement lower than currently
scheduled benefits. This means that lifetime benefits would be reduced
more for younger generations. In addition, under the Trust Fund
Exhaustion scenario, benefits would be adjusted proportionately for all
recipients, increasing the likelihood of hardship for lower income retirees
and the disabled, especially those who rely on Social Security as their
primary or sole source of retirement income.

As we all know, fixing Social Security is about more than finances. It is
also about maintaining an adequate safety net for American workers
against loss of income from retirement, disability, or death Social Security
provides a foundation of retirement income for millions of Americans and
has prevented many former workers and their families from living their
retirement years in poverty. Proposals to restore the long-term financial
stability and viability of the Social Security system must also be
considered in terms of how potential changes affect different types of
beneficiaries. The Trust Fund Exhaustion scenario illustrates trade-offs
between the criterion of achieving sustainable solvency and the criterion
of maintaining benefit adequacy and equity. The longer we wait to take
action, the sharper these trade-offs will become. We need to put the

' In oeranalyss of the TntP Fond Ehaoronis ceaioe ain ourJanuay repon as the
Courtoon sedte, -.we ued the rAs..t 2es tontmedr.t as-orspo, under dith
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program on a path toward sustainable solvency as soon as possible to
assure that future policymakers would not have to face these difficult
questions on a recurring basis.

I hope my testimony will help clarify some of the key issues in the debate
about how to restructure this critically important program. -

Social Security's
Long-Term Financing
Problem Is Truly
Urgent

Demographic Trends Drive
Social Security's Long-
Term Financing Problem

Today the Social Security program faces a long-range and fundamental
financing problem driven largely by known demographic trends. The lack
of an immediate solvency crisis affects the nature of the challenge, but it
does not eliminate the need for action. Acting soon reduces the likelihood
that the Congress will have to choose between imposing severe benefit
cuts and unfairly burdening future generations with the program's rising
costs. Acting soon would alow changes to be phased in so the individuals
who are most likely to be affected, namely younger and future workers,
will have time to adjust their retirement planning Since there is a great
deal of confusion about Social Security's current financing arrangements
and the nature of its long-term financing problem, I would like to spend
some time describing the nature, timing, and extent of the financing
problem.

As you all know, Social Security has always been largely a pay-a-you-go
system. This meass that current workers' taxes pay current retirees'
benefits. As s result, the relative numbers of workers and beneficiaries has
a major impact on the program's financial condition This ratio, however,
is changing In 1950, before the Social Security system was mature, the
ratio was 16.5:1. In the 196Os, the ratio averaged 4.2:1. Today it is 3.3:1 and
it is expected to drop to around 2.2:1 by 2030. The retirement of the baby
boom generation is not the only demographic chalenge facing the system.
People are retiring early and living longer. A faling fertility rate is the
other principal factor underlying the growth in the elderly's share of the
population. In the 1960s, the fertility rate was an average of 3 children per
woman. Today it is a little over 2, and by 2030 it is expected to fall to 1.95
-a rate that is below replacement. Taken together, these trends threaten
the financial solvency and sustainability of this important program. (See
fig. 1.)

GAO4.IOsaUr Sod* 5.Me Y Refo,
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Flgure 1: SocIal Security Workes per Beneficlary
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The combination of these trends means that labor force growth will begin
to slow after 2010 and by 2025 is expected to be less than a third of what it
is today. (See fig. 2.) Relatively fewer workers wil be available to produce
the goods and services that all wil consume. Without a major increase in
productivity, low labor force growth will lead to slower growth in the
economy and to slower growth of federal revenues. This in tom will only
accentuate the overall pressure on the federal budget.

GAo0e3-10JSr &.8.1 S-rty RWton.



13

FIge 2: Labor Force Growth Is Expected to be Negligible by 2050
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This slowing labor force growth is not always recognized as part of the
Social Security debate. Social Security's retirement eligibility dates are
often the subject of discussion and debate and can have a direct effect on
both labor force growth and the condition of the Social Security
retirement program. However, it is also appropriate to consider whether
and how changes in pension and/or other government policies could
encourage longer workforce participation. To the extent that people
choose to work longer as they live longer, the increase in the share of life
spent in retirement would be slowed. This could improve the finances of
Social Security and mitigate the expected slowdown in labor force growth.

Social Security's Cash Today, the Social Security Trust Funds take in more in taxes than they
Flow Is Expected To Turn spend. Largely because of the known demographic trends I have
Negative in 2018 described, this situation will change. Although the Trustees' 2003intermediate estimates project that the combined Social Security Trust

Funds will be solvent until 2042,' program spending will constitute a
rapidly growing share of the budget and the economy well before that

Sepretely, the DI htd Is projeod to be - ed in 2028 Od the 0AS1 rood m 2044.
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date. In 2008, the fiat baby boomers will become eligible for Social
Security benefits, and the future costs of serving them are already
becoming a factor in the Congressional Budget Office's (CBO) 10-year
projections. Under the Trustees' 2003 intermediate estimates, Social
Security's cash surplus-the difference between program tax income and
the costs of paying scheduled benefits-will begin a permanent decline in
2009. To finance the same level of federal spending as in the previous year,
additional revenues and/or increased borrowing will be needed.

By 2018, Social Security's tax income is projectedto be insufficient to pay
currently scheduled benefits. At that time, Social Security will join
Medicare's Hospital Insurance Trust Fund (whose outlays are projected to
begin to exceed revenues in 2013) as a net claimant on the rest of the
federal budget. The combined OASDI Trust Funds will begin drawing on
the Treasury to cover the cash shortfall, first relying on interest income
and eventually drawing down accumulated trust fund assets. The Treasury
will need to obtain cash for those redeemed securities either through
increased taxes, and/or spending cuts, and/or more borrowing from the
public than would have been the case had Social Security's cash flow
remained positive.' Neither the decline in the cash surphuses nor the cash
deficit will affect the payment of benefits. The shift from positive to
negative cash flow, however, will place increased pressure on the federal
budget to raise the resources necessary to meet the program's ongoing
costs.
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Figure 3: Social SecurIty's (OASOI) Tuat Funds Face Cash Deficits as Baby
Boo"Wrer Rellmt
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Ultimatety, the critical question is not how much a trust fund has in assets,
but whether the government as a whole can afford the benefits in the
future and at what cost to other claims on scarce resources. As I have said
before, the future sustainability of programs is the key issue policymakers
should address-Le., the capacity of the economy and budget to afford the
conumnitment. Fund solvency can help, but only if promoting solvency
improves the future sustalnability of the programn

Decline in Budgetary
Flexibility Absent
Entitlement Reform

From the perspective of the federal budget and the economy, the
challenge posed by the growth in Social Security spending becomes even
more significant in combination with the more rapid expected growth in
Medicare and Medicaid spending. This growth in spending on federal
entitlements for retirees will become increasingly unsustainable over the
longer term, compounding an ongoing decline in budgetary flesibility.
Over the past few decades, spending on mandatory programs has
consumed an ever-increasing share of the federal budget. In 1963, prior to
the creation of the Medicare and Medicaid programs, spending for
mandatory programs plus net interest accounted for about 32 percent of
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total federal spending. By 2003, this share had almost doubled to
approximately 61 percent of the budget. (See fig. 4.)

Figure 4: Federal Spendlng for Mandatory and Dlscretionary Prograsne, Fiscal Years 193, 1983, and 2003
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In much of the last decade, reductions in defense spending helped
accommodate the growth in these entitlement programs. Even before the
events of September 11, 2001, however, this ceased to be a viable option.
Indeed, spending on defense and honmeland security will grow as we seek
to combat new threats to our nation's security.

GAO prepares long-term budget simulations that seek to illustrate the
likely fiscal consequences of the coming demographic tidal wave and
rising health care coals. These simulations continue to show that to move
into the future with no changes in federal retirement and health programs
is to envision a very different role for the federal govermment. Assuming,
for example, that the tax reductions enacted in 2001 do not sunset and
discretionary spending keeps pace with the economy, by midcentury
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federal revenues may only be adequate to pay Social Security and interest
on the federal debt" To obtain balance, massive spending cuts, tax
increases, or some combination of the two would be necessary. (See fig.
6.) Neither slowing the growth of discretionary spending nor allowing the
tax reductions to sunset eliminates the imbalance

Figunr 6: CompoSton of Spending s a S*him of Gross O sic Produc (GP)
A-uming acrioay Spedng Groas with GDP, the 2001 Tax Cuts Do Not
S* nsi. and Payieni of currently Scduled Social Securty Beneibt
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even if Social Security benefits were to be limited to currently projecte
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trust fund revenues. This is because Medicare (and Medicaid)-spending
for which is driven by both demographics and rising health care coats-
present an even greater problem.

This testimony is not about the complexities of Medicare, but it is
important to note that Medicare presents a much greater, more complex,
and more urgent fiscal challenge than does Social Security. Medicare
growth rates reflect not only a burgeoning beneficiary population, but also
the escalation of health care costs at rates well exceeding general rates of
inflation. Increases in the number and quality of health care services have
been fueled by the explosive growth of medical technology. Moreover, the
actual costs of health care consumption are not transparent Third-party
payers generally insulate consumers from the cost of health care
decisions. These factors and others contribute to making Medicare a much
greater and more complex fiscal challenge than even Social Security. GAO
is developing a health care framework to help focus additional attention
on this important area and to help educate key policymakers and the
public on the current system and related challenges.

Indeed, long-term budget flexibility is about more than Social Security and
Medicare. While these programs dominate the long-term outlook, they are
not the only federal programs or activities that bind the future. The federal
government undertakes a wide range of programs, responsibilities, and
activities that obligate it to future spending or create an expectation for
spending. A recent GAO report describes the range and measurement of
such fiscal exposures-from explicit liabilities such as environmental
cleanup requirements to the more implicit obligations presented by life-
cycle costs of capital acquisition or disaster assistance.' Making
government fit the challenges of the future will require not only dealing
with the drivers-entitlements for the elderly-but also looking at the
range of federal activities. A fundamental review of what the federal
government does and how it does it will be needed.

At the same time it is important to look beyond the federal budget to the
economy as a whole. Figure 6 shows the total future draw on the economy
represented by Social Security, Medicare, and Medicaid Under the 2003
Trustees' intermediate estimates and CBO's long-term Medicaid estimates,
spending for these entitlement programs combined will grow to 14 percent
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of GDP in 2030 from today's 8.4 percent Taken together, Social Security,
Medicare, and Medicaid represent an unsustainable burden on future
generations.

Figure6: Soci Secuft, Medicare, and Medici SpendIng as a Pemrdn of GDP
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When Social Security redeems assets to pay benefits, the program will
constitute a claim on real resources in the future. As a result, taking action
now to increase the future pool of resources is important. To echo Federal
Reserve Chairman Greenspan, the crucial issue of saving in our economy
relates to our ability to build an adequate capital stock to produce enough
goods and services in the future to accommodate both retirees and
workers in the future The most direct way the federal government can
raise national saving is by increasing government saving, Le., as the
economy returns to a higher growth path, a much more balanced and
disciplined fiscal policy that recognizes our long-term challenges can help
provide a strong foundation for future economic growth and can enhance
future budgetary flexibility. In the short term, we need to realize that we
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are already facing a huge fiscal hole (gap). The first thing that we should
do is stop diggirm

Taking action now on Social Security would not only promote increased
budgetary flexibility in the future and stronger economic growth but
would also make less dramatic action necessary than if we wait Some of
the benefits of early action-and the costs of delay-can be seen in figure
7. This compares what it would take to achieve actuarial balance at
different points in time by either raising payroll taxes or reducing
benefits." If we did nothing until 2042-the year the Trust Funds are
estimated to be exhausted-achieving actuarial balance would require
changes in benefits of 31 percent or changes in taxes of 46 percent. As
figure 7 shows, earlier action shrinks the size of the adjustment.

FIgure 7: Sin o A otIon Ned to Acheve Sociai Seity Sotvency
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Thus both sustainability concerns and solvency considerations drive us to
act sooner rather than later. Trust Fund exhaustion may be almost 40
years away, but the squeeze on the federal budget will begin as the baby
boom generation starts to retire. Actions taken today can ease both these
pressures and the pain of future actions. Acting sooner rather than later
also provides a more reasonable planning horizon for future retirees.

Evaluating Social
Security Reform
Proposals

As important as financial stability may be for Social Security, it cannot be
the only consideration. As a former public trustee of Social Security and
Medicare, I am well aware of the central role these programs play in the
lives of millions of Americans. Social Security remains the foundation of
the nation's retirement system. It is also much more than just a retirement
program; it pays benefits to disabled workers and their dependents,
spouses and children of retired workers, and survivors of deceased
workers. Last year, Social Security paid almost $454 billion in benefits to
more than 46 million people. Since its inception, the program has
successfully reduced poverty among the elderly. In 1950, 35 percent of the
elderly were poor. In 2000, about 8 percent of beneficiaries aged 65 or
older were poor, and 48 percent would have been poor without Social
Security. It is precisely because the program is so deeply woven into the
fabric of our nation that any proposed reform must consider the program
in its entirety, rather than one aspect alone. Thus, GAO has developed a
broad framework for evaluating reform proposals that considers not only
solvency but other aspects of the program as well.

The analytic framework GAO has developed to assess proposals
comprises three basic criteria:

the extent to which a proposal achieves sustainable solvency and how it
would affect the economy and the federal budget;

* the relative balance struck between the goals of individual equity and
income adequacy; and
how readily a proposal could be implemented, administered, and
explained to the public.

The weight that different policymakers may place on different criteria will
vary, depending on how they value different attributes. For example, if
offering individual choice and control is less important than maintaining
replacement rates for low-income workers, then a reform proposal
emphasizing adequacy considerations might be preferred. As they fashion
a comprehensive proposal, however, policymakers will ultimately have to
balance the relative importance they place on each of these criteria.

GAO-3-1taST Sod-W 8-,i Rt.o-
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Financing Sustainable
Solvency

Balancing Adequacy and
Equity

Our sustainable solvency standard encompasses several different ways of
looking at the Social Security program's financing needs. While 75-year
actuarial balance is generally used in evaluating the long-term fmancial
outlook of the Social Security program and reform proposals, it is not
sufficient in gauging the program's solvency after the 75th year. For
example, under the Trustees' intermediate assumptions, each year the 75-
year actuarial period changes, and a year with a surplus is replaced by a
new 75th year that has a significant defiCiL As a result, changes made to
restore trust fund solvency only for the 75-year period can result in future
actuarial imbalances almost immediately. Reform plans that lead to
sustainable solvency would be those that consider the broader issues of
fiscal sustainability and affordability over the long term. Specifically, a
standard of sustainable solvency also involves looking at (1) the balance
between program income and cost beyond the 76th year and (2) the share
of the budget and economy consumed by Social Security spending.

As I have already discussed, reducing the relative future burdens of Social
Security and health programs is essential to a sustainable budget policy for
the longer terot It is also critical if we are to avoid putting unsupportable
financial pressures on future workers. Reforming Social Security and
federal health programs is essential to reclaiming our future fiscal
flexibility to address other national priorities.

The current Social Security system's benefit structure strikes a balance
between the goals of retirement income adequacy and individual equity.
Ftom the beginring, benefits were set in a way that focused especially on
replacing some portion of workers' preretirement earnings. Over time
other changes were made that were intended to enhance the program's
role in helping ensure adequate incomes. Retirement income adequacy,
therefore, is addressed in part through the program's progressive benefit
structure, providing proportionately larger benefits to lower earners and
certain household types, such as those with dependents. Individual equity
refers to the relationship between contributions made and benefits
received. This can be thought of as the rate of return on individual
contributions. Balancing these seemingly conflicting objectives through
the political process has resulted in the design of the current Social
Security program and should still be taken into account in any proposed
reforms.

Potlcymakers could assess income adequacy, for example, by considering
the extent to which proposals ensure benefit levels that are adequate to
protect beneficiaries from poverty and ensure higher replacement rates for
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low-income workers. In addition, policymakers could consider the impact
of proposed changes on various subpopulations, such as low-income
workers, women, minorities, and people with disabilities. Policymakers
could assess equity by considering the extent to which there are
reasonable returns on contributions at a reasonable level of risk to the
individual, improved intergenerational equity, and increased individual
choice and control. Differences in how various proposals balance each of
these goals will help determine which proposals will be acceptable to

* policymakers and the public.

Implementing and
Administering Proposed
Reforms

Program complexity makes implementation and administration both more
difficult and harder to explain to the public. Some degree of
implementation and administrative complexity arises in virtually all
proposed changes to Social Security, even those that make incremental
changes in the already existing structure. However, the greatest potential
implementation and administrative chalienges are associated with
proposals that would create individual accounts. These include, for
example, issues concerning the management of the infonnation and
money flow needed to maintain such a system, the degree of choice and
flexibility individuals would have over investment options and access to
their accounts, investment education and transitional efforts, and the
mechanisms that would be used to pay out benefits upon retirement
Harmonizing a system that includes individual accounts with the
regulatory framework that governs our nation's private pension system
would also be a complicated endeavor. However, the complexity of
meshing these systems should be weighed against the potential benefits of
extending participation in individual accounts to millions of workers who
currently lack private pension coverage.

Continued public acceptance and confidence in the Social Security
program require that any reforms and their implications for benefits be
wel understood. This means that the American people must understand
why change is necessary, what the reforms are, why they are needed, how
they are to be implemented and administered, and how they will affect
their own retirement income. All reform proposals will require some
additional outreach to the public so that future beneficiaries can adjust
their retirement planning accordingly. The more transparent the
implementation and administration of reform, and the more carefully such
reform is phased in, the more likely it will be understood and accepted by
the American people.
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Social Security's
Long-Term Financing
Shortfall Requires
Action Sooner Rather
Than Later

As you requested, we applied our criteria to a scenario of Trust Fund
Exhaustion. This scenario dramatically illustrates the need to take action
sooner rather than later to address the program's long term fiscal
imbalance. Under this scenario, currently scheduled benefits would be
paid in full until the combined OASDI Trust Funds are exhausted. After
exhaustion, monthly benefit checks are reduced in proportion to the
annual shortfall. In effect, after trust fund exhaustion, all beneficiaries
would experience a sharp drop in benefits. Additional reductions in the
following years would result in benefits equal to about two-thirds of
currently scheduled levels by the end of the 75-year simulation period.
(See fig. 8.)

Figure 8: Change in Currently Scheduled Benefite under the Test Fund Exha=.ti=n
Scenario
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We used our long-term economic model in assessing the Trust Fund
Exhaustion scenario against the first criterion, that of financing
sustainable solvency. To examine how the Commission reform models
balance adequacy and equity concerns, we used the GEMINI model, a
dynamic microsimulation model for analyzing the lifetime implications of
Social Security policies for a large sample of people bom in the same year.
Our analysis examined the effects of the reform models for the 1965,1970,
and 1985 birth cohorts. For this analysis, as in our report on the
Commission reform models, we used the 2001 Trustees' intermediate
assumptions. Under these assumptions, the combined trust funds are
projected to reach exhaustion in 2038.
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Our analysis of the scenario used the same three benchmarks as in our
January report on the Commission reform modelas

The benefit reduction benchmark assumes a gradual reduction in the
currently scheduled Social Security defined benefit beginning with those
newly eligible for retirement in 2005. Current tax rates are maintained.
The 'tax increase benchmarr assumes an increase in the OASDI payroll
tax beginning in 2002 sufficient to achieve an actuarial balance over the
75-year peniod Currently scheduled benefits are maintained.
The baseline extended benchmark is a fiscal policy path developed in
our earlier longtermt model work that assumes payment in full of currently
scheduled Social Security benefits and no other changes in current
spending or tax policies.

The use of our criteria in evaluating the Trust Fund Exhaustion scenario
underscores the need to take action sooner rather than later to address
Social Security's financing shortfall. In so doing, it illustrates bade-offs
that exist between efforts to achieve sustainable solvency for the OASDI
Trust Funds and efforts to maintain adequate retirement income for
current and future beneficiaries

By definition this scenario would achieve sustainable solvency because
after the combined trust funds had run out of assets, benefit payments
would be adjusted each year to equal annual tax income, Before 2038, the
Trust Fund Exhaustion scenario would result in lower unified surpluses
and higher unified deficits compared to the tax increase benchmark by the
same amounts as the baseline extended benchmark Subsequently the
Trust Fund Exhaustion scenario would result in unified fiscal results
increasingly similar to both the tax increase benchmark and the benefit
reduction scenario over the 75-year period. Before 2008, the Trust Fund
Exhaustion scenario would require the same amounts of cash as the tax
increase or baseline extended benchmarks; subsequentily, the Trust Fund
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Exhaustion scenario would require less cash each year than any of the
three benchmarks.

Under the Trhst Fund Exhaustion scenario, the effect on benefits would
differ sharply before and after exhaustion took place. Before exhaustion,
benefits would be the same as those currently scheduled, reflected in both
the tax increase and baseline extended benchmarks. Once the combined
trust funds had run out, benefits for all would be reduced across the board
and remain below currently scheduled levels. Accordingly, those receiving
benefits at the time of trust fund exhaustion would experience a sharp
drop in benefits; under the Trustees' 2001 intermediate estimates, this drop
is estimated at 27 percent (to 73 percent of currently scheduled levels) in
2039. Small further reductions would need to be taken in successive years
such that by 2076 benefits would be only two-thirds of currently scheduled
levels (i.e., to 67 percent of currently scheduled levels). (See fig. 9.)

Figurm a; Monthly Benefits Under th Trust Fund Exhausiton Scenario for an
Illustrative Indciduall by Selected Birth Year
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Due to the timing of the reductions under the Trust Fund Exhaustion
scenario, younger generations would bear greater benefit reductions.
Those born in 1955 would not experience benefit reductions until they
reached age 83, while those born in 1985 would receive lower benefits
than under either GAO's benefit reduction or tax increase benchmarks in
all years of retirement Consequently, lifetime benefits would be reduced
more for younger generations Under the Trust Fund Exhaustion scenario
we used, benefits would be adjusted proportionately for all recipients,
increasing the likelihood of hardship for lower income retirees and the
disabled

Given a lack of historical precedent and legislative clarity on how SSA
would proceed in the event of trust fund exhaustion, the nature and scope
of SSA's administrative challenges under the scenario are difficult to
describe or assess. At a midnimum, a focus on cash management would be
needed for SSA to calculate and implement the ongoing benefit
adjustments required under the scenario.

Conclusion: Choices
and Trade-Offs Will Be
Part of Any Social
Security Reform-
Acting Soon Would
Help

It is likely that the structural changes required to restore Social Security's
long-term viability generally will require some combination of reductions
from currently scheduled benefits, revenue increases, and may include the
use of some general revenues. The proposals we have examined, both this
year and earlier, generally reflect this. Proposals employ possible benefit
modifications within the current program structure, including modifying
the benefit formula, reconsidering current eligibility criteria, and reducing
cost-of-living adjustments. Revenue increases might take the form of
increases in the payroll tax rate, expanding coverage to include the
relatively few workers who are still not covered under Social Security, or
allowing the trust funds to be invested in potentially higher-yielding
securities such as stocks.' Similarly, some proposals rely on general
revenue transfers to increase the amount of money going towards the
Social Security program. Reforms that include individual accounts would
also involve Social Security benefit reductions and/or revenue increases,
and the use of general revenues. Whatever approach is taken to reform, we
must be able to continue to finance ongoing benefits to retirees in the
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short term. The longer we delay reform, the larger the "transition costs'
and the more disruptive the actions win be.

In evaluating Social Security reform proposals, the choice among various
benefit reductions and revenue increases will affect the balance between
income adequacy and individual equity. Benefit reductions could pose the
risk of diminishing adequacy, especially for specific subpopulations. Both
benefit reductions and tax increases that have been proposed could
diminish individual equity by reducing the implicit rates of return the
workers earn on their contributions to the system. In contrast, increasing
revenues by investing retirement funds in the stock market could improve
rates of return but potentially expose individuals to investment risk and
losses of expected retirement income.

Similarly, the choice among various benefit reductions and revenue
increases-for example, raising the retirement age-will ultimately
determine not just how much income retirees wil have but also how long
they will be expected to continue working and how long their retirements
will be. Reforms will determine how much consumption workers will give
up during their working years to provide for more consumption during
retirement

The use of our criteria to evaluate approaches to Social Security reform
highlights the trade-offs that exist between efforts to achieve sustainable
solvency and to maintain adequate retirement income for current and
future beneficiaries. These trade-offs can be described as differences in
the extent and nature of the risks for individuals and the nation as a whole.

At the same time, the defined benefit under the current Social Security
system is also uncertain The primary risk is that a significant funding gap
exists between currently scheduled and funded benefits which, although it
will not occur for a number of years, is significant and will grow over time.
Other risks stem from uncertainty in, for example, future levels of
productivity growth, real wage growth, and demographics. The Congress
has revised Social Security many times In the past, and future Congresses
could decide to revise benefits in ways that leave those affected little time
to adjust. As the Congress deliberates various approaches to Social
Security, the national debate also needs to include discussion of the
various types of risk implicit in each approach and in the timing of reform.

Early action to change these programs would yield the highest fiscal
dividends for the federal budget and would provide a longer period for
prospective beneficiaries to make adjustments in their own planning.
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Waiting to build economic resources and reform future claims entails
risks FIMs, we lose an important window where today's relatively large
workforce can increase saving and enhance productivity, two elements
critical to growing the future economy. We lose the opportunity to reduce
the burden of interest payments, thereby creating a legacy of higher debt
as well as elderly entitlement spending for the relatively smaller workforce
of the future. Most critically, we risk losing the opportunity to phase in
changes gradually so that all can make the adjustments needed in private
and public plans to accommodate this historic shift. Unfortunately, the
long-range challenge has become more difficult, and the window of
opportunity to address the entitlement challenge is narrowing.

As the baby boom generation retires and the numbers of those entitled to
these retirement benefits grow, the difficulties of reform will be
compounded. Accordingly, it remains more important than ever to deal
with these issues over the next several years. In their March 2003 report,
the Trustees emphasized the need for action sooner rather than later,
stating that the sooner Social Security's financial challenges are addressed,
the more varied and less disruptive can be their solutions.

Today many retirees and near-retrees fear cuts that will affect them while
young people believe they will get little or no Social Security benefits. As I
have said before, I believe it is possible to structure a Social Security
reform proposal that will exceed the expectations of all generations of
Americans. in my view there is a window of opportunity to craft a solution
that will protect Social Security benefits for the nation's current and near-
term retirees, while ensuring that the system will be there for future
generations. However, this window of opportunity will close as the baby
boom generation begins to retire. As a result, we must move forward to
address Social Security because we have other major challenges
confronting us. The fact is, compared to addressing our long-range health
care financing problem; reforming Social Security will be easy lifting.

It is my hope that we will think about the unprecedented challenge facing
future generations in our aging society. Relieving them of some of the
burden of today's financing commiitments would help fulfill this
generations stewardship responsibility to future generations. It would also
preserve some capacity for them to make their own choices by
strengthening both the budget and the economy they inherit We need to
act now to address the structural imbalances in Social Security, Medicare,
and other entitlement programs before the approaching demographic tidal
wave makes the imbalances more difficult, dramatic, and disruptive.
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We at GAO look forward to continuing to work with this Committee and
the Congress in addressing this and other important issues facing our
nation.

Mr. Chalrman, Members of the Comnittee, that concludes my statement.
I'd be happy to answer any questions you may have.
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The CHAIRS Well, David, thank you very much. You are not
the first to compare the difficulties between Medicare prescription
drugs and Social Security and those kinds of adjustments. We had
Chairman Greenspan before the committee some months ago, and
he made the same reflection. It was really the first time I had actu-
ally begun to focus on the reality of the differences between a dy-
namic activity like health care versus being able to effectively cal-
culate, shall I say, relatively static figures or predictable outcomes.
So thank you very much.

Now let us turn to Jim Lockhart, Deputy Commissioner, Social
Security Administration. Thanks for being with us.

STATEMENT OF JAMES B. LOCKHART, HI, DEPUTY
COMMISSIONER, SOCIAL SECURITY ADMINISTRATION

Mr. LOCKHART. Thank you, Mr. Chairman, for holding this hear-
ing on the very important topic, the future of Social Security. Com-
missioner Jo Anne Barnhart has made achieving sustainable sol-
vency a major goal of the agency.

Both the Trustees' Annual Report and GAO's report confirm that
the Social Security program as currently financed is unsustainable.
However, I want to make it clear, as you did, that the benefits of
current retirees and those nearing retirement are safe.

Social Security is one of the most successful Government pro-
grams, last year paying out over $450 billion to 46 million people.
Only 70 percent were retirees, with the rest being survivors and
disabled. The 154 million American workers paying Social Security
taxes last year and the millions joining the system every year are
relying on Social Security for a major portion of their financial fu-
ture.

Turning to the first chart-America is aging rapidly. In the next
30 years, the number of Americans aged 65 and older will double.
Lower birth rates and increased life expectancies have reduced the
ratio of workers to beneficiaries from over 8:1 in 1955 to 3.3:1
today. By 2031, we will reach an unsustainable level-in fact, well
before 2031 we will reach an unsustainable level.

As the Trustees point out, the pressure on the trust funds will
begin in 5 years, when the first baby boomers reach retirement
age. In 2018, the cash-flow will turn negative. By 2042, the trust
fund will be exhausted.

As David Walker pointed out, and as shown in this next chart,
when the trust fund is exhausted there would be a 27-percent re-
duction in scheduled benefits. Benefits would continue to decrease
every year thereafter, and by 2077, the reduction would be 35 per-
cent.

Today's younger workers such as my 26-year-old son, who is here
today, would be particularly hurt. After paying into Social Security
for well over 40 years, his scheduled benefits would be drastically
cut at retirement and every year thereafter. In contrast, based on
my life expectancy, leading-edge baby boomers like myself would
never see a benefit cut.

An alternative, as the next chart shows, is to raise taxes to main-
tain solvency. The payroll tax rate would have to start increasing
in 2042, reaching 18.9 percent by 2077. That is more than a 50-
percent payroll tax increase from today's 12.4 percent rate. The
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GAO report reinforces the Trustees' position in their annual report,
and I quote, "The sooner adjustments are made the smaller and
less abrupt they will have to be."

Another way to look at this shortfall over just the 75-year period
is its present value of $3.5 trillion. What present values means is
the trust funds would need the equivalent of that amount today
plus earning interest on that amount today to pay for the shortfall
over the 75-year period. To achieve sustainable solvency, which is
our goal, the present value is actually $10.5 trillion. That is triple
the public national debt of today. Absent any action, the shortfall
will continue to compound every year thereafter.

Clearly, achieving sustainable solvency will be no easy task, but
delay only makes the task more difficult. As David Walker just
said, "if we wait we will have to make benefit reductions even
deeper or tax increases even steeper."

The unattractiveness of relying exclusively on tax increases and
benefit reductions has led a number of Republicans and Democrats
to propose Social Security personal accounts among other changes.
Some of those proposals have significantly less costs than the cur-
rent system.

In March, Social Security's Trustees presented their annual re-
port to President Bush personally. At the meeting, the President
said, ". . . the Trustees confirmed that benefits for today's sen-
iors are safe and secure . . . also once again have delivered a so-
bering message-Social Security . . . is unsustainable for the
long term.. . . We need to explore new ways to ensure that So-
cial Security remains strong and financially secure for America's
children and grandchildren."

He continued: "I am encouraged by the unprecedented level of bi-
partisan interest in . . . proposals . . . to strengthen Social Se-
curity. .. i. Although these proposals differ in details, they are
consistent in showing that if we give workers the opportunity to in-
vest a portion of their wages in personal accounts, Social Security
will be able to offer high benefits than would otherwise be the
case."

He continued: "I hope that Members of Congress will join with
the Social Security Administration and other interested parties in
a national dialog about how best to strengthen and protect Social
Security. I look forward to working with Congress to see that Social
Security remains sound and strong for today's and tomorrow's re-
tirees."

This hearing is part of that process of working together to fulfill
our obligations to the hundreds of millions of Americans we serve.
There is really no other program that impacts the lives of so many
Americans.

Mr. Chairman, thank you, and I look forward to working with
you and other Members of Congress to reach a bipartisan con-
sensus on how best to protect and strengthen Social Security for fu-
ture generations.

[The prepared statement of Mr. Lockhart follows:]
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Mr. Chairman, Members of the Committee, thank you for inviting me

here today to discuss GAO's report entitled "Social Security Reform:

Analysis of a Trust Fund Exhaustion Scenario." I would like to take this

opportunity to commend the Chairman and the Committee for holding this

hearing, and keeping the important issue of Social Security reform before

the public. We at Social Security think it is an extremely important issue.

Commissioner Jo Anne Bamhart has made achieving sustainable solvency

one of Social Security's four major strategic goals.

I would like to begin by discussing the current and future financial

status of the Social Security program. The figures I will cite are taken from

the recent 2003 Annual Report of the Board of Trustees and will therefore

differ somewhat from the figures contained in the GAO report, which used

data from the 2001 Trustees Report. However, the qualitative conclusions

drawn from both are the same: that the Social Security program as

currently financed is unsustainable for the long term.

I must place some stress on the phrase 'long term." Today Social

Security is running surpluses, and I want to make it clear that the benefits

of current retirees and those nearing retirement are safe. Social Security's

1
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future financing shortfalls or changes proposed to address those shortfalls

will not result in benefit reductions for retirees or near retirees.

Social Security continues to be one of the most successful

government programs. Last year SSA paid over $450 billion in benefits to

46 million retirees, survivors, and disabled individuals. Social Security is

much more than a retirement program. Thirty percent of our beneficiaries

are disabled or survivors - widows, widowers and children. About 154

million American workers paid Social Security taxes last year. They, and

the millions joining the system every year, are relying on Social Security for

a major portion of their future financial security.

Moreover, the combined old age and disability trust funds are

growing; last year the funds grew to $1.4 trillion-an increase of 14 percent

over the prior year. It should be noted, however, that half of that growth

was from bonds issued to the fund to pay interest on existing assets.

The Trustees point out that pressure on the trust funds will begin in

2008, when the first baby boomers reach early retirement age and Social

Security tax surpluses begin to decline. Beginning in 2018 the trust funds

are projected to begin paying out more in benefits than is collected in taxes.

At that time the funds will begin redeeming their assets, consisting of

government bonds. By 2042, it is projected that all of the Treasury bonds

that make up the trust fund assets will have been cashed in, and the Social

Security trust fund assets will be exhausted. Over the long term, as the

Trustees' Report says, the trust funds would be capable of paying less than

73 percent of scheduled benefits.
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The trust funds would need the equivalent of an additional $3.5 trillion

today to be able to pay all scheduled benefits for the next 75 years. $3.5

trillion is the present value of the Social Security program's unfunded

benefit obligations over the next 75 years. That means that a lump sum of

$3.5 trillion today, earning interest at the Treasury bond rate, could be

drawn down to pay annual revenue shortfalls over the next 75 years. This

$3.5 trillion is a figure roughly equal to the total public portion of the

national debt. This measure of unfunded benefit obligations is up $200

billion over last year and $600 billion over 2000. Absent any action to

address this situation, this steady growth in the shortfall will continue, year

after year.

Traditionally, the Trustees have measured the long-term financial

health of the Social Security system by evaluating the system's operations

over a 75 year period. However, to achieve sustainable solvency, which

the Trustees have defined as not only meeting the 75 year test of solvency

but also assuring that at the end of that 75 year period the trust fund is

stable or rising - that is, to make Social Security solvent permanently - the

trust funds would need an additional present value $10.5 trillion today.

Absent any action the shortfall will continue to grow at a compounding rate.

If this remaining $10.5 trillion shortfall were divided up among current

workers - that is, if they decided to leave to future generations a program

free of unfunded obligations - it would equal over $99,000 per average

family of 1.5 workers. For the average family, Social Security's unfunded

obligations almost equal the family's net worth of $107,000. Even if spread
among future workers not yet entered into the program, the price for
making the current Social Security program sustainable is large.
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At your request, Mr. Chairman, the GAO has today issued a report

detailing what may occur in the event that the trust fund exhaustion date is

reached without any Congressional action being taken. The scenario GAO

analyzed-a proportional reduction in benefits-is a very possible outcome

in such a situation.

At the point of trust fund exhaustion, in 2042, tax income would cover

only 73 percent of scheduled benefits, which means a 27 percent across

the board reduction in scheduled benefits. Benefits would continue to

decrease thereafter and by 2077, there would be a 35 percent reduction in

scheduled benefits. Younger workers would be particularly hurt in a trust

fund exhaustion scenario, as they would spend much or all of their

retirement years in a post-trust fund exhaustion world.

It would be very hard to explain that to the younger generation. My

26 year old son who is here today, and who will reach the then normal

retirement age of 67 in 2044, after paying into Social Security for well over

40 years will have his scheduled benefits drastically cut and every year in

retirement they would continue to be cut. In contrast, based on life

expectancy, we leading edge baby boomers will not see a benefit cut.

Congress has never allowed the finances of the Social Security

program to reach the point that full promised benefits could not be paid,

and I would not expect it to do so in the future. If benefits were not reduced

and only tax increases were used to address solvency, the payroll tax rate

would have to increase from the current 12.4% to 15.9% in 2043 and would

continue to increase each year thereafter rising in 2077 to a rate of 18.9%

of covered wages, more than 50 percent higher than it is today. The GAO
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report only reinforces the position that action to strengthen Social Security

should be taken sooner rather than later to assure that the events outlined

in the report never take place.

The President has pledged that trust fund exhaustion will never take

place. Social Security's insolvency must be prevented and it will be

prevented, through the bipartisan cooperation of Congress, the

Administration, and the American people.

As the Trustees said in their Annual Report, 'The sooner adjustments

are made, the smaller and less abrupt they will have to be." Changes can

be phased in more gradually, reducing the need for any sudden and severe

impact on American workers and their families. The effect upon each

individual can be decreased through early action because the cost of fixing

Social Security can be more evenly spread among generations of American

workers. For example, the changes enacted for the retirement age in 1983

were phased in over many years; individuals reaching normal retirement

this year were the first to have their retirement age increased. For this

year's retirees the age is 65 years and 2 months.

Early action will also allow current workers plenty of time to properly

plan for their retirement. And finally, the sooner action is taken, the sooner

confidence can be restored to the Social Security program and the sooner

the burdens of future economic and retirement uncertainties faced by the

American public can be relieved.

The goal of strengthening Social Security is not simply to make the

Social Security program solvent at the end of the 75 year long-range period

but rather to achieve sustainable solvency, that is, to maintain solvency
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beyond the 75-year period. Under the scenario developed in the GAO

report, sustainable solvency, by definition, would be achieved. Although

this scenario--a large and abrupt benefit cut beginning in 2042, followed by

continuing benefit reductions-would achieve sustainable solvency, I think

we can agree that this is not a desirable outcome.

Clearly, achieving sustainable solvency will be no easy task.

However, delay only makes the task more difficult. It is not suggested that

taxes be increased or benefits cut, especially for retirees or near retirees,

but, solely as an illustration of the costs involved to reach solvency just

through 2077, there would need to be either an immediate 15 percent

increase in payroll taxes or a 13 percent reduction in benefits. By 2018,

there would need to be a 22 percent increase in payroll taxes or a 16

percent reduction in benefits. And by 2042, if nothing is done, payroll taxes

would have to be increased by 46 percent, or benefits cut by nearly one-

third.

The unattractiveness of relying exclusively on tax increases and

benefit reduction to bring Social Security to balance, has led Republicans

and Democrats to look for additional options. A number of them, including

a majority of each of the last two presidential advisory commissions, as well

as President Bush himself, have proposed that this be accomplished

through Social Security personal accounts.

One of the Social Security Administration's key roles is for our

actuaries to provide a non-partisan costing of any reform proposals. To that

end, they reviewed all three of President Bush's Commission to Strengthen

Social Security's proposals and have reviewed a number of plans



40

introduced or developed by both Democratic and Republican Members of
the House and Senate. These proposals contain a wide range of
provisions; many include personal retirement accounts, and the plans use a
variety of means to restore Social Security to 75-year solvency, including

changes to benefit growth, the retirement age, cost of living adjustments,
and inclusions of transfers of general tax revenue to Social Security. Some

of these proposals would ultimately have significantly less costs to the trust
funds and to general revenues than the current system in order to offer the
same projected total benefit levels.

With bipartisan commitment, informed discussion, creative thinking,
and timely legislative action, we will ensure that Social Security continues
to protect future generations.

As we all know, this century will see a rapidly aging America, which
will bring about changes in many areas of national life, including the Social
Security program. Just in the next 30 years the number of Americans aged
65 and older will double. Lower birth rates and increased life expectancies
have reduced the ratio of workers to beneficiaries from over 8-to-1 in 1955
to around 3-to-1 today. By 2031 there will be only around 2 workers
supporting each Social Security beneficiary.

In March of this year, Social Security's Board of Trustees presented
its annual report to President Bush personally. At this meeting, the
President reiterated his support for action to strengthen Social Security,
saying;

... the Trustees confirmed that benefits for today's seniors are safe
and secure. Promises made can and will be kept. The Trustees also
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once again have delivered a sobering message-Social Security, in

its present form, is unsustainable for the long term. I share the

Trustees' view that we need to explore new ways to ensure that

Social Security remains strong and financially secure for America's

children and grandchildren.

"I am encouraged by the unprecedented level of bipartisan interest in

Social Security modernization. Many comprehensive proposals have

been put forward to strengthen Social Security for the long term.

Although these proposals differ in details, they are consistent in

showing that if we give workers the opportunity to invest a portion of

their wages in personal accounts, Social Security will be able to offer

higher benefits than would otherwise be the case.

"...1 hope that Members of Congress will join with the Social Security

Administration and other interested parties in a national dialogue

about how best to strengthen and protect Social Security. I look

forward to working with Congress to see that Social Security remains

sound and strong for today's and tomorrow's retirees.'

This hearing, I hope, will be part of that process of working together

to fulfill our obligations to the Social Security program and the hundreds of

millions of Americans it serves, today and in the future. The Social Security

Administration will continue to work with this committee, other Members of

Congress and outside groups to build this national dialogue into a

bipartisan consensus on how to strengthen Social Security for future

generations.
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There is no other Federal program that impacts the lives of so many
Americans. And as important as the program is today, it will become even
more important in the next few decades, when today's boomers become

tomorrow's aged. We must find a way to financially provide for these older
Americans without unduly burdening succeeding generations.

In conclusion, I would like to just quote the old seafaring wisdom that
I found applicable in my Navy days, which is 'the world isn't interested in
the storms you encountered, but whether or not you brought in the ship."

I believe that this will be the true test of our own work. Storms of
controversy often surround the issue of how to provide retirement security.
My son's and future generations will care primarily that we have been able
to protect and strengthen the Social Security program so that it can remain
a safe harbor for them and their children.

Mr. Chairman, thank you again for inviting me to discuss the GAO
report and the future of Social Security. I look forward to working with you,
and other Members of Congress and the Administration to reach a
bipartisan consensus on how best to reform Social Security for the future.
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The CHAIRmAN. Well, Commissioner Lockhart, thank you very
much. Let me thank both of you for your testimony this morning
and the consistency and I think the responsibility you have brought
in discussing this issue. I think all of us recognize the value of the
program and the phenomenal impact it has on seniors.

I am always made aware of that. I hold a good number of town
meetings in my State on an annual basis, and I have a fair number
who attend who will tell me that it is their single largest source
of income in their senior years or that it is a substantial or only
source of income, depending on their particular condition and situa-
tion of disability.

That is a fairly sobering statement, at least to me, when I realize
the level of dependency that these individuals place on the program
itself. So there is no question that not only is it important for the
healthy, the most vulnerable in our society are dramatically im-
pacted and would be, I suggest, by this proposal.

A 30-percent reduction, or near that, in payment by the late 2030
to 2040 timeframe, both of you agree with that scenario. I see your
charts are very similar.

Mr. LOCKHART. Yes, they are.
Mr. WALKER. That is correct.
The CHAIRMAN. Of course, that is making the assumption that

those who are the recipients at that time are the ones who have
paid in at consistently higher levels throughout their productive
years. Is that not correct?

Mr. WALKER. That is correct.
The CHAIRMAN. You know, outside of economists and actuaries,

most folks-and, Mr. Lockhart, you dealt with explaining this.
Most folks do not really understand what present value means.
Can you briefly clarify for us the difference between present value
and common ways of thinking about spending? For example, in
normal dollar terms, about how big would the 75-year deficit be?
Both of you can respond to that if you wish.

Mr. LOCKHART. Well, let me start with that. It is a concept we
introduced this year in the Trustees' Report for the first time. It
is not only actuaries and economists who use it, but financial folk
like myself use it all the time.

Really, to look at it in its simplest way, it means that we would
need that amount of money today, earning interest today, to cover
the shortfall over the 75-year period. So if you look at the numbers,
the interest on that amount of money is well over $200 billion a
year. That is just to cover the shortfall over the 75-year period. As
David Walker pointed out, what our goal has to be is sustainable
solvency. The other point of that number is it does include our
present trust fund.

But if you look at the longer term, that $10.5 trillion that I had
in that chart-if you would put that back up-if you look at that,
it is triple that amount. Every year there is interest of about $650
billion. So the numbers are very, very large. The point is you need
that money today earning interest. Or if you get it later, you have
to even put in more money.

Yes, there are other ways to look at it, and one of the ways is
to say how much in today's dollars we need for the 75-year period.
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Again, including the trust fund, that is about $21 trillion in con-
stant 2003 dollars.

If you look at nominal dollars and assume, say, a 3-percent infla-
tion rate

The CHAIRMAN. I was going to say, how do we adjust for inflation
here? If we choose to do that, obviously.

Mr. LOCKHART. The Trustees' Report assumes a 3-percent infla-
tion rate. If you use that number and look at nominal dollars, fu-
ture dollars, if you will, that is about $120 trillion. I mean, all
these numbers are so large it is hard to come to grips with. But
one way to look at the $10.5 trillion number is it is $100,000 for
every American family. The net worth of the average American
family is just about that.

Mr. WALKER. The bottom line, Senator Craig, is how much
money you would have to have today invested at Treasury rates in
order to fund the gap between projected revenues and projected ex-
penses. As Mr. Lockhart said, for the 75-year period, which is his-
torically what the Trustees have done for a number of years, you
would need $13.5 trillion today invested at Treasury rates.

But if you look in perpetuity, recognizing that things are getting
worse every year after the trust fund goes insolvent, including at
the end of the 75-year period, you would have to have $10.5 trillion
today invested at Treasury rates. Guess what? We don't have $10.5
trillion today. That is almost the size of the U.S. economy for a
year.

The CHAIRMAN. Very close.
Mr. Walker, in your testimony you state that slowing labor force

growth is not always recognized as part of the Social Security de-
bate. One of the possibile items you mentioned for addressing the
financial gap includes raising payroll taxes. What would be the ef-
fect on wages and employment of increasing the payroll tax to close
the Social Security financing gap?

Mr. WALKER. Well, it is a complex factor, but I will say this: to
the extent that you end up raising the payroll tax, that obviously
has a negative effect on employment opportunities. It also happens
to be the most regressive tax that we have. As you know, the pay-
roll tax gets imposed on all individuals up to the taxable wage
base, and so raising it is obviously going to have a negative effect
on what employment opportunities and represents an increase in
a regressive tax.

I think one of the things we need to think about, Senator, is
what can we do to encourage people to work longer. We have a
problem whereby we face slow workforce growth and we need to try
to encourage seasoned Americans, especially in a knowledge-based
economy with longer life spans, to work longer. This can help us
not only on the revenue side, it can help us on the expenditure
side. Other than that, we can look at immigration policy and what,
if anything, might need to be considered in order to deal with these
dependency ratios.

The CHAIRMAN. OK. Today, the worker-to-retiree ratio is about
3.3:1. By the time of the trust fund exhaustion in 2042, there will
be only two workers to support each retiree. At least that is the
current projection. This happens because our labor force growth
drops to what your testimony terms "negligible growth." In what
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ways can lawmakers address labor shortages in the next couple of
decades? You probably have already addressed that in the tail end
of your last question about working longer. Are there other factors?

Mr. WALKER. Well, immigration policy-which is obviously com-
plicated now because, while our country is comprised to a great ex-
tent of immigrants, with new security threats there is obviously a
new dimension associated with immigration policy. Other than
that, it is trying to find ways, as I mentioned, to encourage people
to work longer.

Now, the interesting thing is that if you look at average life
spans, if you consider the fact that we have moved from the indus-
trial age to the knowledge age, where it is brain power rather than
brawn; if we recognize the fact, as medical science has shown, that
to the extent that people stay mentally and physically active for a
longer period of time, they are likely to live longer and have a more
productive life, all things being relatively equal; I would argue that
we need to look at what can be done not only with regard to Fed-
eral entitlement program policies but also private pension and
other employee benefit policies and practices to encourage people to
work longer, even if it is just on a part-time basis.

The CHAIRMAN. It appears to be starting to happen almost volun-
tarily because of certain needs and certain desires and lifestyles
and health and niches with the workforce that need that kind of
experience. But as a part of policy, it isn't there yet.

Mr. Lockhart, from the Social Security Administration stand-
point, can you tell us why sustainability is so important?

Mr. LOCKHART. We have set sustainability as one of our four
major strategic goals, and the reason really simply is that we think
it is important to strengthen Social Security not just for a short-
term period or some arbitrary period, but for the long term, for our
children and our grandchildren.

There are obviously a lot of ways to define "sustainability," but
it really means that we eventually start creating a positive cash-
flow; that if you look at the $3.5 trillion and the $10.5 trillion num-
bers, that they are equal, if you will, that it doesn't grow after the
75-year period.

If you don't have sustainable solvency, you are going to fall off
the cliff, just like they are falling off the cliff in 2042. Reform
should really be addressed to achieve sustainable solvency, not just
a 75-year period.

The CHAIRmAN. OK. Can you explain what you mean by saying
in your testimony that some of the reform proposals, despite sig-
nificant transition costs, are less costly than the present system?

Mr. LOCKHART. Yes, Mr. Chairman. It is our belief that reforms
should be judged against the cost and benefits of the present sys-
tem, and that cost over the very long-term future is $10.5 trillion.
In contrast, some of the personal account proposals, with other
changes besides personal accounts as well, have a cost to general
revenues in the $1 to $3 trillion range, and they have been graded
by GAO, some of them, and by our actuaries as sustainable.

So by that transition investment, one could actually reduce or
eliminate that $10.5 trillion number. So from our standpoint, it is
not a transition cost. It is a transition investment. The return on
investment is excellent.
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Mr. WALKER. Mr. Chairman, if I might?
The CHAIRMAN. Please.
Mr. WALKER. One of the problems that we have is that if you

look at how we keep score in the Federal Government, it can lead
to some very perverse decisions. For example, from a budgeting
standpoint, we look at 10-year cash-flows. We don't look at dis-
counted present value concepts.

It is very important that we start considering discounted present
value, not only for Social Security and Medicare and related obliga-
tions, but also any major spending and tax decisions. Because if we
don't do that, then we may end up taking actions that arguably
make sense in the short term, but are unsustainable in the long
term. This is part of our fiduciary and stewardship obligation to fu-
ture generations, to our children and grandchildren.

The CHAIRMAN. Mr. Lockhart, what is the Social Security Admin-
istration doing or what efforts are you making at this moment to
educate the public about the consequence of inaction in strength-
ening Social Security? Is there any outreach of communicative ef-
fort now based on the information that is being accumulated?

Mr. LOCKHART. Certainly. As, again, one of our four strategic ob-
jectives, a big part of that objective is solvency education. We have
started that. We have a lot farther to go in that. We have our com-
munications group, our policy group, our actuaries all working on
it.

One of the things we do is that we send out every year a state-
ment to American workers, anybody who is over 25. I think my son
just got his first this year. It is trying to lay out the future of Social
Security as well as project future benefits. Unfortunately, too many
people just look at the numbers, and they don't look at the mes-
sage. The message in there is the same that we have been talking
about today, that there is a serious long-term issue. So we put that
out.

Certainly our website is one of the most looked at websites in
Government. We have frequently asked questions on there about
Social Security's future. We have communications people through-
out the country. We, as you know, have 1,300 field offices. We are
involved in a lot of local events. We are working with interested in-
terest groups and hope to do a lot more of that. Our policy and ac-
tuarial groups do papers, have forums.

But we can do more, and we will do more.
The CHAIRMAN. Mr. Walker?
Mr. WALKER. Mr. Chairman, I was part of a concerted national

dialog effort in the 1997 to 1998 timeframe prior to becoming
Comptroller General of the United States. As you know, I used to
be a Trustee of Social Security and Medicare, and Assistant Sec-
retary for Pensions and Health at the Labor Department in an ear-
lier part of my life. That effort showed, quite frankly, that the
American people get it; that if they are provided with the informa-
tion, that they can be moved to recognize that there is a need for
reform.

At the same point in time, I would respectfully suggest that if
we are going to engage in such a dialog, we need to recognize that
we have a broader challenge. As on one of the charts that I showed,
we have a large and growing fiscal imbalance. We have a struc-
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tural deficit. This is a subset of that broader challenge, and so peo-
ple need to understand that we need to make some tough choices
in a range of areas. This is just one. Health care is one that is
much greater than this.

So I would respectfully suggest that while we need a national di-
alog, we need to dialog on the overall imbalance, we need to talk
about Social Security, but we also need to talk about health care,
because, frankly, that is a lot bigger problem and a lot tougher
challenge than Social Security.

The CHAIRMAN. Well, I agree with both of you. The American
people get it today. I sense that in my experience over the last 20
years, that when it comes to a dialog on Social Security-there was
an old line that I remember as a freshman in Congress: "Don't you
touch Social Security. You leave that alone, Congressman." To a
much more thoughtful line today, and that is, "How do we fix it?"
Or "How do we make sure that it is there for our children and our
grandchildren?" Most importantly-and I think I am increasingly
surprised, and I spend a lot of time in high schools. The No. 1 ques-
tion asked of me by high school seniors is: What are you going to
do about Social Security? All of a sudden they got their first pay-
check. They saw what was taken out of it. They know the impor-
tance of it to their grandparents. But all of a sudden it has dawned
on them that they are going to be large payers into it. There is an
informational base that they are looking at out there.

So it is interesting to see that dialog beginning at a very early
age in the workforce, and I think that is tremendously valuable.

Mr. WALKER. If I might, Mr. Chairman, follow up, you mentioned
before something that is very important-Mr. Lockhart did as
well-that from a practical standpoint, today's seniors and those
that are nearing retirement aren't going to be affected.

The CHAIRMAN. Exactly.
Mr. WALKER. So, therefore, it means that the sooner we act so

that we can end up structuring reforms to where they affect young-
er people more than the current seasoned Americans, if you will,
and retirees, then they have time to be able to make the necessary
adjustments. They will have an opportunity to make the adjust-
ments. So we can structure reforms, if we get on with it, that will
exceed the expectation of every generation of Americans.

One of the things that many younger workers and young people
don't understand is that even when the trust fund goes insolvent,
they still will get 73 cents of their benefits but declining thereafter
many think it means that there is no money at all. That is not
true. So we really have an opportunity to exceed the expectations
of all generations. We just need to get on with it.

The CHAIRMAN. Well, thank you. We have been joined by my col-
league from Michigan. Senator, welcome, and you are certainly wel-
come to make an opening statement and ask questions of either of
these gentlemen. Thank you.

Senator Stabenow. Thank you, Mr. Chairman, and
The CHAIRMAN. Turn your mike on, please?
Senator Stabenow. Rather than making an opening statement,

welcome. We appreciate both of you and your leadership roles and
information that you provide. I think rather than an opening state-
ment, I would like to ask some questions.
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I noticed that the hearing really talked about-and the chair-
man, our distinguished chairman of the committee, has asked you
to look at the "do nothing" strategy related to Social Security. I
guess I would challenge the "do nothing" title of this because I be-
lieve we have done something. What we have done is pass a series
of tax cuts on two different occasions now that have placed us in
a much more serious situation in order to meet our obligations long
term, it would certainly appear by the numbers.

Mr. Chairman, there is a Center on Budget and Policy Priorities
study that I would ask be placed in the record that is called "Social
Security and the Tax Cut." The 75-year cost of the tax cut is more
than twice as large as the long-term deficit in Social Security. I
would ask that that be placed as part of the record.

The CHAIRMAN. Certainly. It will be a part of the record.
Senator Stabenow. Thank you.
[The study follows:]
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SOCIAL SECURITY AND THE TAX CUT
The 75-year Cost of the Tax Cut Is More than Twice

As Large as the Long-Term Deficit in Social Security

by Richard Kogan, Robert Greenstein, and Peter Orszag

Restoring long-term solvency to Social
Security and ensuring a sustainable long-run fiscal
policy for the United States are issues of major
importance. To help illuminate these issues, this
analysis examines and compares the fiscal
dimensions of two major items: the projected long-
term deficit in Social Security and the long-term
cost of the tax cut enacted last June (assuming that
the provisions of the tax cut are extended beyond
their scheduled expiration dates).

From listening to various pundits and
policymakers, many Americans may believe that
the tax cut is modest in size while the long-term
Social Securityshortfall isenormous. Senator Phil
Gramm, for example, has said: "This is not a huge,
irresponsible tax cut, this is a modest tax cut ..this
is a prudent, responsible tax cut." Last year's
interim report of the President's Social Security
commission stated that the Social Security shortfall
is of a magnitude that threatens '"astronomical
levels of borrowing." Michael Tanner of the Cato
Institute, one of the most ardent and most widely
quoted privatization proponents, has likened Social
Security's condition to that of the Titanic, while
David John of the Heritage Foundation has written
that Social Security faces a "monsoon."

As this analysis shows, the long-term size of
the tax cut is more than double the entire long-term
Social Security shortfall. The tax cut is not as
modest as its proponents often claim, while the
Social Security shortfall - although a significant
problem that must be addressed - is not as
gargantuan as often portrayed by those seeking
radical changes in Social Security.

When this analysis was first issued on August
2, 2001, the Administration attempted to refute its
findings on the relative magnitude of the tax cut
and the Social Security shortfall. The
Administration's arguments were unpersuasive (see
box on page 3). Moreover, even the
Administration's "refutation" conceded that over
the next 75 years, the revenue loss from the tax cut
is fully as large as the shortfall in Social Security.

Because of the tax cut - and because the
projections of large and growing surpluses made
last spring have turned out to be too optimistic for
other reasons as well - resources no longer exist
outside of Social Security that could assist in
restoring solvency to this program. Cancelling
some provisions of the tax cut before they take
effect in future years could help to provide such
resources.

The Size of the Tax Cut and
the Social Security Shortfall

According to the official estimates that the
Social Security actuaries and trustees issued in
March 2002, the projected long-term deficit in
Social Security over the next 75 years-the period
used for measuring long-term solvency - equals
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Cost of Tax Cut and Size of Social Security Shortfall Over 75 Years

As Share of GDP Present Value

Social Security Shortfall 0.72% S3.7 trillion

Tax Cut 1.68% $8.7 trillion

1.87 percent of the wages, salaries, and self-
employment income that will be subject to the
payroll tax during this period, or $3.7 trillion in
present value, (Present value is the amount today
that, with interest, would exactly cover these future
costs.) The trustees' report also shows that,
measured as a share of the economy, the Social
Security shortfall equals 0.72 percent of the Gross
Domestic Product over the next 75 years.'

To measure the long-term cost of the tax cut,
we take the Congressional Budget Office's most
recent estimate of the cost of the tax cut in 2011 if
all of its provisions are extended, and assume that
these costs will remain constant as a share of GDP
after 2011. Assuming that the cost of tax cuts will
remain constant as a share of GDP once the tax
cuts are fully in effect is the standard approach that
the Congressional Budget Office, the Office of
Management and Budget, and the General
Accounting Office all use when preparing long-
term fiscal projections. In this case, such an
approach is likely to understate long-term revenue
lossesbecause the costs of several provisions ofthe
tax bill, such as the estate tax repeal and the
introduction of "Roth 401(k) pension plans," are
virtually certain to grow faster than GDP for a
number of years after 201 l.' For this reason, our
estimates of the long-term costs of the tax cut are
likely to be conservative.
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The projected cost of the tax cut over 75 years
amounts to 1.68 percent of GDP, or $8.7 trillion in
present value. Thus, the cost of the tax cut over
the next 75 years is more than twice as large as the
long-term deficit in Social Security, as shown in
the table above.'

In other words, if the tax cut takes full effect as
scheduled and continues after 2010, its long-term
costs will substantially exceed the 75-year deficit
within Social Security. In fact, if the tax cut were
scaled back so that three-fifths of it took effect
while the funds from the other two-fifths of the tax
cut were used instead to strengthen Social Security,
the entire 75-year deficit in Social Security could
be eliminated.

The figures on the relative size of the Social
Security shortfall and the tax cut also show the
fundamental inconsistency in the rhetoric of
policymakers, interest groups, and others
(including some Administration officials) who
portray Social Security as facing an enormous
financial chasm that threatens the nation's long-
term fiscal health while touting the tax cut as
modest and prudent

We should emphasize that we would not
recommend canceling,40 percent of the tax cut and
placing all of the freed-up resources in Social
Security. The nation will face serious financial
strains when the baby boomers retire in large
numbers. The long-term financing shortfall in
Medicare is larger than that in Social Security, and
the nation also is likely to face needs in the decades
ahead that will require resources in other areas,
including areas relating to children, the
environment, the large number of Americans
without health insurance, the lack of a Medicare

Center on Budget and Policy Priorities
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The Administration's Refutation Is Not Convincing

! When this analysis was first issued on August 2, 2001. the Bush Administration responded by saying that
the cost of the tax cut is only one percent of GDP (rather than 1.68 percent) while the Social Security shortfall
is, likewise, close to one percent of GDP (rather than 0.7 percent). Although the Administration itself thus
acknowledged that the revenue loss from the tax cut is fully as large as the Social Security shortfall, the 1.0
percent of GDP figure that it used for both estimates is not valid - its Social Security estimate differed from
the traditional measure issued by the Social Security Tnustees, while its tax cut estimate failed to include the
cost of at least three provisions of the tax-cut law.

Under the intermediate projection prepared by the highly respected Chief Actuary at the Social Security
Administration and published in the 2001 Social Security Trustees report, the Social Security shortfall was
projected to equal 0.7 percent of GDP, virtually identical to the trustees' current estimate of 0.72 percent. The
Center relies on these published figures. The Administration, by contrast, claimed that the Social Security
shortfall equaled about one percent of GDP. It did so primarily by ignoring the assets of the Social Security

iTrust Fund. Such an assumption contradicts the long-established practice of the Social Security actuaries and
trustees in evaluating the long-term imbalance within Social Security; the actuaries and trustees appropriately
count the Trust Fund's S 1.2 trillion in assets, since these assets clearly are available to help finance Social

I Security benefits. But even if one adopts the assumption the Administration did and ignores the Trust Fund's
assets, the resulting restatement of the Social Security imbalance over the next 75 years (at 1.0 percent of
GDP) is still much smaller than the cost of the tax cut (at 1.68 percent of GDP).

As noted, the Administration estimated the cost of the tax cut to be only 1.0 percent of GDP. It did so by
looking solely at the cost of the tax cut, as enacted, in 2010, rather than at the cost of the tax cut when fully
phased in and with all of its provisions extended. Under the Administration's estimating approach, the
provisions of the tax cut that are artificially slated to expire in 2004, 2005, and 2006 are assumed to die rather
than to be extended-including a provision scheduled to expire in 2004 that protects millions of taxpayers
from being subject to the mushrooming individual Alternative Minirnum Tax. The Administration's estimate
that the tax cut would cost 1.0 percent of GDP thus assumed that 35.5 million taxpayers would be subject to

X theAMT in 2010, as compared with 1.4 million in 2001, and that the AMT would cancel out significant parts
of the tax cut for large numbers of taxpayers. No credible observer believes Congress will simply allow this
AMT-relief provision to expire in 2004. Similarly, the Administration's approach excluded the large cost of
repealing the estate tax, a cost that only shows up in years after 2010. Under the tax-cut legislation enacted
last year, the estate tax is not repealed until 2010. As taxestimators know, the cost of repealing the estate tax
shows up only a year or two after the year in which it is repealed because there is normally a lag of a year or so
between the time an individual dies and the time the estate is settled and tax is paid on it. (Even when ignoring
the real costs of the tax cut, the Administration massaged its figures; CBO estimates that if all the provisions of
the tax cut expire on schedule, it will still cost 1.2 percent of GDP in 2010.)

In short, the Administration's estimate that the cost of the tax cut is 1.0 percent of GDP relied upon
gimmicks embedded in the tax bill to make the bill's cost appear lower than it actually is. Paul Krugman, the
Princeton economist, wrote in the August 21 New York Times that the Administration's attempts to counter
these Center estimates were deceptive and unsuccessful and that "the [Clenter's estimate matches those of the
I.M.F. and other independent organizations." (For a more complete analysis of the weaknesses of the
Administration's claims, see 'Administration Critique of Center Analysis Does Not Withstand Scrutiny,"
Center on Budget and Policy Priorities, August 3, 2001.)

Center on Budget and Policy Priorities
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prescription drug benefit, and the uncertain costs of
homeland security, as well as other problems that
inevitably will anse in the future but that we
cannot foresee today. A balanced long-term fiscal
policy is likely to entail some changes in Social
Security to reduce its future claims on the budget,
rather than simply providing it with whatever
resources are needed from the rest ofthe budget to
close its entire long-term financing shortfall.

Providing resources from the rest of the budget
to close a portion (rather than all) of the Social
Security shortfall, however- in conjunction with
other Social Security reforms - is likely to be
essential if any reform plan to restore long-term
solvency is to have hope of being enacted.
Otherwise, the Social Security benefit cuts and
payroll tax increases that will be required as part of
any solvency plan are likely to be too large for such
a plan to be politically viable.

The recommendations adopted by the
President's Social Security commission illustrate
this point. One of the three proposals advanced by
the commission did little to restore 75-year
solvency to the Social Security program. The other
two did, but only with substantial cuts in
guaranteed Social Security benefits and major
adverse consequences for the rest of the budget.
These other two proposals would cause a
deterioration in the unified budget of more than $1
trillion over the next decade and between S1.9
trillion and $2.2 trillion during the decade from
2013 to 2022 (assuming that all eligible workers
participate in the individual accounts). Moreover,
the adverse budgetary consequences would persist
for decades. Members of the commission were
asked where these vast budgetary resources would
come from, especially since surpluses outside of
Social Security have now been replaced by deficits
for the foreseeable future. They were unable to
identify a way to finance the provision of these
large sums. We do not concur with the
commission's proposals, but we would note that
scaling back some provisions of the tax cut that
have not yet taken effect could help provide the
sizeable general-fund resources the commission
counts on.

The relative magnitudes of the long-term
deficit in Social Security and the long-term revenue
loss resulting from the tax cut highlight an
important question: Given the demographic and
other challenges that lie ahead, is a tax cut that
ultimatelywillprovide approximately 35percentof
its benefits to the most affluent one percent of the
population the best use of the bulk of the surplus
that hadbeenprojectedoutside Social Securityand
Medicare Hospital Insurance?

General Fund Assistance to Social Security

As alluded to above, the tax cut is likely to
make Social Security reform considerably more
difficult, if not impossible, for the foreseeable
future. The tax cut consumes non-Social Security
resources that are likely to be essential to the
development of a politically viable package of
reforms to restore Social Security solvency.

Transfers from the non-Social Security budget
are likely tobe crucial to the political viability both
of Social Security plans that include individual
accounts and of plans that do not. Without such
transfers, individual accounts will have to be
financed from existing Social Security revenue.
Diverting revenue from the Social Security Trust
Fund into individual accounts, however, would
exacerbate Social Security's projected long-term
deficit by reducing the revenue available to the
system. Restoring long-term balance to the Social
Security system while shifting revenue from the
Trust Fund to individual accounts requires larger
reductions in Social Security benefits (relative to
the benefits that would be paid under the benefit
formula in current law) than otherwise would be
needed.

An analysis by one of the authors of this
analysis and three leading economists and Social
Security experts - Henry Aaron, Alan Blinder,
Alicia Munnell, and Peter Orszag - found that if
payroll tax revenues equaling two percent of wages
were shifted from Social Security to individual
accounts and Social Security benefits were
maintained at current-law levels for people
currently 55 and older, guaranteed Social Security
benefits for workers 30 and under would have to be
cut more than 50 percent.! Including the income

Center on Budget and Policy Pnorities
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projected from individual accounts, the overall
retirement income for such workers (their reduced
Social Security benefits plus the retirement income
they would receive from the individual accounts)

would average 20 percent below current-law levels,
with some workers losing considerably more than
that, ifstock market returns were as high in future
decades as promoters of private accounts predict.
As these figures suggest, the magnitude of the
reductions in Social Security benefits that would be
necessitated by action to create individual accounts
without securing additional revenue from the non-
Social Security budget is likely to doom individual
account plans that lack another revenue source.

In short, regardless of whether Social Security
reform includes individual accounts, transfers from
the non-Social Security budget are almost certain
to be essential to the development of a politically
acceptable reform plan. Such transfers are not
likely to be possible without creating or increasing
deficits outside the Social Security and Medicare
Hospital Insurance trust funds, unless the tax cut is
scaled back rather than extended in its current
form.

The remainder of this analysis presents in
greater detail theprojections ofthe relative sizes of
the long-term deficit in Social Security and the
revenue loss from the tax cut.

The 75-year Deficit Within Social Security

As is well known, Social Security currently
owns assets - Treasury bonds backed by the full
faith and credit of the U.S. government - totaling
more than SI trillion. In addition, Social Security
is currently running annual surpluses of roughly

S150 billion, and these surpluses are expected to
increase in size for a decade. According to the
current projections of the Social Security Trustees,
annual Social Security tax revenue (which does not
include interest on the bonds the Trust Fund holds)
will fall below Social Security benefit expenditures
starting in 2017,but Social Security as a whole will
run a surplus of more than $310 billion in 2017
because it will earn interest income on the bonds it
holds. The Trustees expect Social Security to
remain in surplus until 2027, even with the increase
in the cost of benefits that will occur as the "baby
boom" generation retires. At that time, the Trust
Fund's assets will total $7.2 trillion (orS3.5 trillion
if measured in today's dollars).

The Social Security actuaries calculate,
however, that those assets, along with the interest
on them and future Social Security revenue, will be
insufficient to cover all of Social Security's future
costs. Over the 75-year period used for long-term
Social Security planning, the shortfall is projected
to be S3.7 trillion.

5
In other words, if Social

Security currently had $4.9 trillion in assets rather
than the $1.2 trillion it now holds, projected Social
Security revenues plus the expanded trust fund
reserves (and the interest the reserves would earn)
would cover projected costs for the next 75 years.

An equivalent measure of the long-term deficit
under Social Security is the actuaries' projection
that the system faces a projected 75-year imbalance
equal to 0.72 percent of the Gross Domestic
Product. In other words, if Social Security had
additional revenue equal to 0.72 percent of GDP
each year, its 75-year deficit would be eliminated.
While this shortfall is far from trivial, it is not
insurmountable. Last June, the International
Monetary Fund concluded that "the long-term
financing problems of Social Security are not large,
especially compared with those in several other
industrial countries, and could be addressed
through relatively small adjustments in the
program's parameters provided they are
implemented quickly."

Center on Budget and Policy Priorities
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The Deficit Within Social Security and the Cost of the Tax Cut, Measured In Perpetuity

It is possible to examine the size of the deficit in Social Security in perpetuity (rather than over 75
years) and the cost of the tax cut in perpetuity. Such a comparison can be made by using the same
methodology as described here to estimate the permanent cost of the tax cut, and by using figures from
the Social Security actuaries to estimate the permanent Social Security deficit. In both cases, the
projection horizon is extended far beyond 75 years.

Calculations of costs in perpetuity are subject to even more uncertainty than the already uncertain
estimates for 75 years, or even for 10 years. Birth, death, and productivity rates a century or several
centuries from now are highly speculative. We would not recommend basing analyses or making policy
decisions on specific estimates of costs in perpetuity.

The present value of the cost of the tax cut in perpetuity, estimated as above but extending the
analysis beyond 75 years, equals S 11 .8 trillion (in 2002 dollars). Last year, the Social Security actuaries
estimated that the present value of the cost of transforming Social Security from a primarily pay-as-you-
go system to a fully funded system would amount to $I 1.7 trillion (in 2001 dollars).* This cost is
approximately equal to the projected deficit in Social Security in perpetuity.* (This $11.7 trillion figure
also is the cost that would have to be paid to transform Social Security fully into a system of individual
accounts.) With the Social Security trustees' new projection of the Social Security shortfall over the next
75 years (1.87 percent of payroll) being nearly identical to the shortfall they projected a year ago (1.86
percent of payroll), an updated estimate of the size of the shortfall in perpetuity would yield a number
very close to last year's $1 1.7 trillion figure, plus one year of inflation (to express the estimate in 2002
dollars).

In other words, the projected cost of the tax cut in perpetuity and the projected cost of the Social
Security shortfall in perpetuity are about the same - close to S 12 trillion in present value. Shifting the
focus beyond 75 years consequently does not alter the basic finding of this analysis that the long-term
cost of the tax cut is at least as large as the long-term deficit in Social Security.

I Office of the Chief Actuary, "Unfunded Obligations and SelectedTransition Costs for the Combined Old-Age
and Survivors Insurance and Disability Insurance (OASDI) Programs," April 5, 2001.

F1 For further discussion of the connection between the cost of tansforning Social Security to a fully funded
system and the deficit in Social Security in perpetuity, see John Geanakoplos, Olivia S. Mitchell, and Stephen P.
Zeldes, "Social Security's Money Worth,"in Olivia S. Mitchell, Robert J. Myers, and Howard Young, Prospects

for Social Security Reform (University of Pennsylvania Press: Philadelphia, 1999).

The 75-year Cost of the Tax Cut To calculate the long-term costs of the tax cut,
we use estimates of the tax cut supplied by the

Budget policies are not commonlydiscussed in joint Committee on Taxation (ICT), the official tax
terms of their costs over 75 years, in part because estimator for Congress. The tax cut includes
the resulting figures would be mind-numbing. But several provisions that expire before 2010, and all
it is instructive to do so, given the concerns over of its other provisions expire in 2010.
the long-term health of the federal budget that are Administration officials and other prominent
being emphasized in the Social Security debate. supporters of the tax cut have made clear that they

expect the tax cut to continue - and that those

Center on Budget and Policy Priorities
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who oppose its continuation will be portrayed as
seeking to impose hefty tax increases on the
American people. The CBO estimates used here
show the costs that will occur in 2011 if the
provisions are made permanent law. The CBO
included these estimates in its annual report of
January, 2002.'

To project the cost of the tax cut beyond 2011
(the last year for which JCT estimates are
available), we assume it will remain a constant
share of the economy thereafter. Based on the
conservative assumption that the tax cut will
remain a constant share of the economy from 2011
on, the cost of the tax over the next 75 years
amounts to 1.68 percent of GDP over that period.'
In dollar terms, the long-term cost of the tax cut
amounts to $8.7 trillion in present value.' The cost
of the tax cut thus is more than twice as large as the
long-termdeficit in Social Security, which amounts
to 0.72 percent of GDP, or S3.7 trillion in present
value.

Conclusions

Measured over the next 75 years, the costs of
the tax cut, ifextended permanently, are more than
twice as large as the shortfall in Social Security.
While the Administration recently wrote that it is
"impossible to afford" the current Social Security
system "without large tax increases," this analysis
makes clear that what the Administration calls
large tax increases are less than half the size of the
tax cut the Administration pushed through last
year."

0
Policymakers concemned about both the

long-term fiscal health of the nation and the
restoration of long-term Social Security solvency
would do well to examine options for canceling
some of the scheduled tax cuts before they take
effect (particularly provisions narrowlytargeted on
those with the highest incomes) and using a portion
of the resources as a down-payment in restoring
solvency to the Social Security system. Canceling
part of the tax cut could, if all goes well, provide
the resources for transferring some general
revenues to Social Security. Such transfers are

likely to be an essential ingredient of a sound
Social Security reform package that makes changes
in the Social Security program.

Without the resources consumed by the tax cut,
the Administration and Congress are likely to have
an exceedingly difficult time in fashioning Social
Security proposals that both avoid very large
benefit cuts and achieve solvency over 75 years. In
addition, ifthe tax cuts take effect as scheduled and
are continued after 2010, as the Administration
proposes in its current budget, the long-term drain
on the budget will exceed the long-term benefit to
the budget ofeliminating the entire Social Security
shortfall.

Notes:

1. Under the Social Security actuaries' intemiediate
projections, the projected 75-year deficit amounts to
1.87 percent of taxable payroll. Over this 75-year-
period, taxable payroll will amount to 38.4 percent of the
Gross Domestic Product when both are expressed in
present value. As a result, the 75-year imbalance
amounts to 0.72 percent of GDP, which is equal to 1.87
percent of taxable payroll multiplied by 38.4 percent.
The figure of 0.72 percent of GDP appears in Table
VLE5 on page 164 of the Trustees Report of March 26,
2002.

2. The assumption that the tax cut will remain a
constant share of GDP after 2011 is likely to be
conservative. Before the tax cut was enacted, both
income tax revenues and estate tax revenues were
projected to grow somewhat faster than the economy.
This growth was projected to occur pnimarily because
national income isprojected to grow fasterthan inflation
(with the resulting income growth pushing some
taxpayers into higher marginal tax brackets even though
the brackets are indexed to inflation), and because the
amount that was exempt from the estate tax was not
indexed for inflation. In addition, some provisions of
the tax legislation, such as the creation of Roth 401 (k)
accounts and the increase in the amount that can be
contributed to a Roth IRA, are substantially more costly
in the long run than in the short run.

Center on Budget and Policy Prioities
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3. Another indication of the conservative nature of the
estimate used in this paper - that the tax cut has a
present value equal to 1.68 or of GDP - is that in a
forthcoming Brookings Institution paper, Alan
Auerbach, William Gale, and Peter Orszag estimate that
cost at 1.85 per of GDP. Alan J. Auerbach, William
G. Gale, and Peter R. Orszag, "The Budget Outlook and
Fiscal Policy Options," Brookings Institution,
forthcoming. The difference between the two estimates
primarily reflects differences in estimating the costs of
the interaction between the tax cut and the Alternative
Minimum Tax.

4. Henry J. Aaron, Alan S. Blinder, Alicia H. Munnell,
and Peter R. Orszag, "Governor Bush's Individual
Account Proposal: Implications for Retirement
Benefits," The Century Foundation and the Social
Security Network. June 6,2000.

5. The $3.7 trillion is the net present value of the 75-
year Social Security deficit. (This figure can be
calculated using the year-by-year data backing up table
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It seems to me, if we are looking at all options-and it is always
a question of values and priorities-that we certainly cannot look
at tax policy separately or in isolation from this debate, that this
is all part of the same debate in terms of the revenues that are
available, the way the trust funds are used, what the deficit is, as
well as our obligations and so on.

So I am wondering-Mr. Walker, I would ask you first-if you
would agree that the decisions we have made on tax policy will
make it tougher to meet our Social Security obligations in the long
run.

Mr. WALKER. I think you have to look from a macro and micro
perspective. Macro is the overall fiscal situation, and then micro
would be individual programs such as Social Security.

As my testimony points out on one of the figures, we face a large
and growing fiscal imbalance due to decisions that have been made
both on the spending side and the tax side. Frankly, we have been
increasing spending at a much more dramatic rate than historically
has been the case and was expected. There have also been actions
taken on the tax side. The combined effect is that the bottom line
is much worse as a result.

As we show on Figure 5 that is in the testimony, based upon the
assumptions laid out, we face a large and growing fiscal imbalance,
a structural deficit. Tough decisions are going to have to be made
dealing with entitlement programs, discretionary spending, and tax
policy. Ultimately that is a policy decision for the Congress to
make, but it is not just one issue. It is looking at all three dimen-
sions in order to solve the problem.

Senator Stabenow. I appreciate that. The reality is, as you have
just indicated, that we make decisions every day. It is really not
"do nothing." We make decisions every day that impact what will
happen in terms of Social Security.

Mr. Lockhart, I don't know if you would like to respond to that
question.

Mr. LOCKHART. Certainly if you just look from the Social Security
standpoint, for all payroll taxes that are not used, to pay benefits
or administrative expenses, we get a Treasury bond. We also re-
ceive bonds to pay for the interest on trust fund assets every year.
So from the trust standpoint, there is no impact.

I think what I would like to do is really look at the $3.5 trillion,
and picking up a comment that Mr. Walker made about looking at
the net present value of the cost of these programs, one of the
things one can do with reform is to reduce those numbers pretty
dramatically. You can stop some of the growth on those charts that
he has there. Social Security is slated to grow from about 4.4 per-
cent of GDP to about 7 percent by 2077. By reforms, you can actu-
ally level that off in a way that is fair to present and future gen-
erations. That is, I think, what we should be looking for, and that
is why I think we should be doing reform sooner rather than later
because it is a lot easier if we do it sooner.

Senator Stabenow. Well, I guess to go back to my original
premise, when I look at as a member of the Budget Committee at
decisions like-I was fortunate to come on that committee 2 years
ago. We were debating what to do with the $5.7 trillion surplus,
I believe the largest or one of the largest surpluses that our Fed-
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eral Government has been fortunate to have. Then 2 years later,
now we have seen, I believe, the largest swing ever in our history
to over a $2 trillion deficit. So over a $7 trillion swing as we just
look 10 years out, the largest single year deficit possibly ever in our
country that we are facing right now.

The reality is that we are making decisions that impact that.
Some of that is the slowed economy. The largest single piece of that
is tax policy, the tax cuts that were given. Then we have spending,
and I believe it is somewhere in the range of 96 percent of the in-
creases we have seen in 2 years are defense, homeland security,
and restoration of the 9/11 targets, particularly in New York. So 96
percent is something that the people of our country certainly be-
lieve needs to happen for our basic safety and security. All of those
things, again, combine back to having an impact.

When we were debating the $5.7 trillion surplus, a number of us,
including at that time the chairman of the Budget Committee, sug-
gested because of your presentations, the numbers you have, that
we actually put dollars aside to go into-to essentially put money
in the bank in terms of the trust fund for future generations to ad-
dress these issues of solvency so we would not be in a situation of
looking at raising payroll taxes or cutting benefits or so on.

That choice was not made. So it is not that we are doing nothing.
We are making choices that impact where we are today, which I
think is just very important for the American people to under-
stand-not that that takes the place of the baby boomers retiring,
not that it negates any of what you are talking about, but we are
making choices.

Now we have the economy, and the unemployment rate for June
jumped from 6.1 percent to 6.4 percent, the highest level in 9 years,
the highest number of people on unemployment benefits since
1983. In a macro sense, I guess I would ask you: Shouldn't we be
focusing very much on job creation, not only for individual families,
where it is absolutely critical, but doesn't the weakened economy
undermine our ability to provide benefits for future generations?
Our economic policies now, how we stimulate the economy to create
jobs, doesn't that have an impact on your numbers as well when
we look at the strength of the economy?

Mr. WALKER. Well, first, let me clarify that the "do nothing"
phrase only deals with Social Security. Clearly, you are correct that
Congress has been doing a lot of things in many different areas,
and many of which were good things. I mean, some are good and
some are not so good, depending upon where you sit.

I do think, however, whether it be on the tax side or the spend-
ing side, that when Congress is debating significant legislation that
could have significant costs not just over the next 10 years, but
also beyond the 10 years, many times Congress debates both tax
and spending proposals that the costs balloon after 10 years, and
we act like the world is going to end in 10 years. Well, it isn't.

As a result, we need to consider discounted present value con-
cepts as part of the discussion and debate on both the tax side and
the spending side, and one of the things that we need to start
doing, quite frankly, is to quit digging because we are already in
a huge hole. For Part A of Medicare alone, we have a $6 trillion
unfunded discounted present value obligation. For Social Security,
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we have got $3.5 trillion. That is only for 75 years. If you look for
perpetuity, Social Security is $10.5 trillion, according to the latest
calculations, and Medicare may be more like $30 trillion. So we
need to recognize reality.

By the way, I have been testifying on this issue for several years,
and we have had a long-range structural imbalance even when we
had surpluses. We had a long-range problem then. Even if the tax
cuts didn't happen, we still would not solve our problem. But you
are right to say you have got to look at both sides. You have got
to look at both sides of the equation.

Mr. LOCKHART. Senator.
Senator Stabenow. Yes, go ahead.
Mr. LOCKHART. Excuse me, Senator. The only point I would like

to make is, in the case of Social Security, I think there is still time
to make some choices here. If we do it relatively soon, we have the
opportunity to stop those numbers growing. That is critical. Every
year that $10.5 trillion will grow by about $650 billion. That is
more than the present deficit.

So to the extent we can start looking at solutions, start evalu-
ating them, and, as the President asked, do it on a bipartisan
basis, I think we can really make a great choice for America's chil-
dren and grandchildren.

Senator Stabenow. Well, I certainly agree with that and believe
that we need to make choices. I would also suggest that, Mr. Walk-
er, when you talk about stopping digging, that around here we just
continue to dig, and without looking at the situation. The vast ma-
jority of-I mean, if we asked the American people do we have the
option of not focusing on homeland security or rebuilding the Pen-
tagon and New York or defense, or, on the other side, reducing rev-
enue through a supply side strategy on tax cuts, people understand
that we had to come forward with those dollars in terms of pro-
tecting safety and security. The option, in my judgment, was on the
other side, and we have chosen as a Congress to keep diggings. My
guess is we are going to see more digging and more and more un-
dermining revenue that just adds to the problem that you are talk-
ing about right now.

Thank you, Mr. Chairman. I would just add one thing as a posi-
tive note on Social Security. Social Security is not just about in-
come for people, which we know the vast majority of people receive
income from, and many of them, many of our constituents or pos-
sibly family members rely on Social Security. But it is also a life
insurance and disability policy for people of this country. I remind
young people of that when I speak to them in schools that if they
were to become disabled or if there would be a loss of life of their
parents or themselves with minor children, it also is a part of a
safety net that I believe has been a great American success story.
It is our job to be responsible about making sure it is there for the
future.

Thank you.
The CHAIRMAN. Senator, thank you very much.
One of the reasons Chairman Grassley and I asked the GAO to

do the audit and look at the "do nothing" is because we-you know,
while you are concerned, and responsibly so, about actions taken
this year and next year, what is critical to Social Security is actions
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we take now to impact us out 40 and 50 years. If you will notice,
even with what we did this year, the line of revenue on Social Se-
curity is still flatlined, relatively speaking, as growth patterns
occur.

Of course, out there in late 2030 or early 2040, a precipitous drop
begins in Social Security's ability unless we do one of a couple of
things at that time, and that is why we thought it was important,
if you will, to look at the cliff, because we don't function well, you
or I, at that cliff level. We really have to think in actuarial terms
long term on Social Security and its impact. The idea of raising
payroll taxes by 50 percent would be as precipitously negative on
your workforce and mine as it would be to cut benefits by any-
where from 30 to 35 percent. Those are the "do nothing" scenarios
that both GAO and Social Security agree on.

So what we are trying to do is build a record so that you and
I can look outward and in the coming years make those kinds of
decisions. I personally think that is critically important.

Senator Stabenow. Mr. Chairman, if I might, I absolutely agree
with the need to do that. I would just urge that we do that within
the context of all of the decisions we make, not just in the context
of raising benefits-lowering benefits or raising the payroll tax, but
that we do this in the context of the broader issue. If we, in fact,
had now a $5 trillion surplus and were able to take a large part
of that and pre-fund the liability outward on Social Security, I
would dare say that would help a great deal. It wouldn't solve the
problem, but it would allow us to make different decisions.

So that is all that I guess I wanted to say, is that we have-as
we make decisions responsibly about where we go, I don't think
going back into huge deficits, the largest deficit possibly in the his-
tory of the country, helps any of these numbers. That should be of
a big concern to all of us.

The CHAIRMRAN. Thank you.
Gentlemen, thank you very much for your work and your testi-

mony before us. As you know, this is ongoing as we work to build
a record from which decisions will be made by Members of this
Congress, so I thank you both very, very much.

Mr. LOCKHART. Thank you, Senator.
Mr. WALKER. Thank you, Senator.
The CHAIRMAN. Now I would ask our second panel to come for-

ward, if you would please: Dr. Thomas Saving, Public Trustee of
the Social Security and Medicare Trust Funds; and Brad Smith,
the President and co-founder of Social Good Through Politics at
Harvard University.

Gentlemen, welcome to the committee. Mr. Saving, if you would
proceed, please. Pull that mike as close as is comfortable, and we
thank you for being here.
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STATEMENT OF THOMAS R. SAVING, PUBLIC TRUSTEE, SO-
CIAL SECURITY AND MEDICARE TRUST FUNDS, COLLEGE
STATION, TX
Mr. SAVING. Thank you, Mr. Chairman, and I would like to

present some things about Social Security. A few of those-this is
a chart that comes right from the Trustees' Report, and mainly
what I would like to do is-if I can figure out how to do it. That
is where I want to be, right here at Figure 1.

As Congress considers legislation to reform Social Security, it is
important to understand the program's financial condition, and I
think there are a lot of ways to speak about this, and I am going
to say some things that may be somewhat different than we have
just heard but are related to it in a way that I will make very clear
as we go along.

In less than a decade, the combined Social Security and Medicare
programs-and I am going to briefly comment on both of them be-
cause I think they are both important. In fact, they are part of the
same kind of a program, and that is, transfers from the young to
the old. One of those programs, as we have already heard from
both witnesses, is in much more dire straits, but is much more dif-
ficult to solve. So that means that the reason we are concentrating
on Social Security is it is something that we can do something
about. We can solve at least perhaps a fourth of the problem that
these two programs represent in an easy way, and then we can try
to solve the other three-fourths of that problem.

But in less than a decade, the combined Social Security and
Medicare programs will go from a position of providing net revenue
to the Treasury, which is what they have been doing up until-
forecasts for this year will be the first year in which Medicare
Parts A and B and Social Security together have ever actually
required a transfer from the Treasury as a group. That is going
to happen this year, and it is going to get much worse in the near
future.

The other thing I think that is important-and in that sense, I
am going to say something a little bit different than the last two
witnesses. The fact that the Trustees' 2003 estimate of trust fund
exhaustion date is 2042 has no bearing-I want to repeat that, no
bearing-on the demands that Social Security and Medicare are
going to place on the budget in the next few years. The trust fund
is not going to help us fund the deficits that we are talking about,
and I think that is very important, and it relates to what we might
have done with a surplus or something that we might have had
that we might have put somewhere that we think might have
helped us. The question is: What would we have to had done with
that to have helped us?

So there are a few years of good news remaining from these pro-
grams. Social Security and Medicare Part A payroll tax revenue
currently exceed expenditures, and these surpluses are sufficient to
cover almost all the Medicare Part B expenditure. So we can say
that is really what we are doing with the money. We are sub-
sidizing Medicare Part B.

This year and next, these combined programs will require only
a small transfer. But in fewer than 5 years, beginning in 2008, and
every subsequent year, these programs are going to become a drag
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on the Federal budget. By 2010, less than 7 years, these programs
are going to consume 1.5 percent of total Federal income tax reve-
nues.

I would like to say something about income tax revenues, that
if you look at a graph-and I do not have it with me-of the per-
cent that Federal income tax revenues are of the gross domestic
product, for the last 50 years-and we have had dramatic changes
in the Tax Code over those 50 years-you will see that the percent-
age that is of gross domestic product is remarkably stable. It
changes very, very little, and part of that is that incentives matter,
and lower marginal tax rates are the difference between what we
are like and what Europe is like, outside of Ireland and England,
where they have become more like us in Tax Code, and as a result,
have had much faster growth than the rest of Europe. The key to
this is increasing gross domestic product.

Now I will go on. We project as Trustees that Social Security ex-
penditures, the year they will first exceed revenues is 2018. But at
2020, just 2 years after that, these programs together are going to
be using 17.5 percent of all Federal income tax revenues. That is
what you can see on the chart, on Figure 1. By 2040, which is 2
years before we say the trust fund is going to be exhausted, some-
thing on the order of 47 percent of all Federal income tax revenues
are going to have to be transferred to Social Security and Medicare.
That is, half of almost every dollar that we are taking in as Federal
income tax is going to have to go to these programs. That is clearly
not sustainable.

So, in spite of Medicare reform that is getting most of the press
right now, Social Security's financing future is ominous, and I
think that is what this hearing is about. This year, Social Security
is going to contribute the equivalent of 6.5 percent of Federal in-
come tax revenues to the Treasury, and, of course, we have got
good uses for that money. By 2020, just at the beginning of the
baby boomer wave-we will be 10 years into it-Social Security is
going to require a transfer of 3.4 percent of Federal income tax rev-
enues. So it is going to go from providing you a 6.5-percent addition
to Federal income tax revenues to taking almost 3.5 percent of
those revenues. By 2021 or so, it is going to be at 4.5 percent of
Federal income tax revenues. I might add, historically that is the
largest that the Social Security transfer has ever been. In 1978 and
1983, it was that large, and those are the 2 years, as you know,
that we changed Social Security. We reduced benefits in 1978, and
we raised taxes and reduced benefits in 1983. So both of those
things happened, and that is the largest that this transfer has ever
been.

Then I want to say something about 2042, right here to the
shortfalls, because these are dollar shortfalls in 2003 dollars. So
these are the amounts in 2003 dollars we are going to be transfer-
ring to Social Security. I think if we look at 2042, the year we say
the trust fund is going to be exhausted, we are going to transfer
$427 billion in today's dollars out of Federal income tax revenues
of $2.76 trillion, because that is 15.5 percent of Federal income tax
revenues that will be transferred to Social Security. The next year,
we would only have to transfer $438 billion. The message there is
that if we have figured out how to transfer $427 billion to Social
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Security, trust fund exhaustion is irrelevant. If we found that much
money, the next year there is no way that you are going to tell con-
stituents we are going to now spend this money on something else
and not pay you your benefits. So if we figure out how to do that,
we have solved the problem. I think that is important.

On tax requirements, I want to discuss now the size of the debt
that we have. We have done some new things this year in the
Trustees' Report. I want to come back to that. Usually, the Trust-
ees' Report is concentrated on the 75-year deficit. That is what
these numbers show, and the $3.5 trillion deficit that both the two
witnesses discussed before is-the real amount of money you are
going to have to come up with in a present value context is not $3.5
trillion. It is $4.9 trillion, because the trust fund is not going to
help you pay the debt. In fact, you have to find the revenue some-
where, because the trust fund is simply debts you have decided to
pay for yourself. They are not invested.

That is what I meant by if you had taken this so-called surplus
that we had estimated we were going to have, you would have to
have invested it in something real. I don't know what that would
have been and how we would have done it. I know that, in general,
the Senate in 1998 somewhat of unanimously said we are not going
to have the Government invest in equities or in real capital. But
that is what we would had to have done with that money.

We now report, in addition to this number-and I think some-
thing that is even more important in the Trustees' Report, and that
is what we refer to as splitting up the future of Social Security into
two things. One of them is the current members of Social Security,
those 15 years old and older. Now, we give that a name. We call
it the 100-year closed group. But it says: What do we owe the cur-
rent members of the Social Security system? As it turns out, we
owe them $11.9 trillion. That is the 10.5, as previously discussed,
but now the question is: What are the new people going to con-
tribute? The person who starts working tomorrow and everyone fol-
lowing them, if the system was in equilibrium, those people would
do what? They would contribute $11.9 trillion. What are they going
to actually contribute? Nothing. So the new people are going to con-
tribute nothing to solving the $11.9 trillion that we owe everyone
who is currently in the system. Therein is the problem, and how
we are going to solve that problem is the issue.

That is why I think we have taken a very big step in the Trust-
ees' Report this year by emphasizing what we do owe everyone who
is in the system, and what are the upcoming people going to pay
for it. If you think very simply about the Social Security system
and what it is going to be in 2040 with two workers per retiree,
on the average we replace 42 percent of earnings. That is what So-
cial Security is like. If you have two workers for every retiree, what
is the tax rate going to have to be to support that? It is going to
have to be 21 percent. Each person gives up 21 percent of their
earnings. Added together, that is the 42 percent that it is going to
take for every retiree. It is a very simple idea.

What is the problem? The tax rate is way too low. Why is it too
low? Well, two things. We have got baby boomers going through,
a big generation supporting a small generation of retirees. We are
able to get by with a small tax rate. When the big generation re-
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tires, the smaller generation coming up is going to have to consume
less. I was on the President's Commission, to strength Social Secu-
rity and as I constantly reminded my fellow Commissioners all the
time, the elderly are going to eat real food, drive real cars, live in
real houses, use real hospital beds and doctors and nurses when
they are consuming health care. Somebody has to produce that
stuff. The only people who are going to produce it are the young.
The question we really have before us is: How are the young going
to produce more because, otherwise, they are going to have to drive
smaller cars, live in smaller houses, and consume less perhaps-
eat out less often, so that we can live it up the way we are sched-
uled to do so. So we are going to have-if we can't capture the baby
boomers before they leave working-we are going to have a great
deal of difficulty solving the problem.

I think I will stop there.
[The prepared statement of Mr. Saving follows:]
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July 29, 2003

As Congress considers legislation to reform Social Security, it is important to

understand the program's financial condition. In less than a decade the combined Social

Security and Medicare programs will go from providing net revenue to the Treasury to

requiring a significant revenue transfer. Even though this year's Trustees' Report shows

slightly better short-term news coupled with slightly worse long-term news, from the

perspective of the total federal budget, these programs will impose significant costs even

in the near term. The fact that the Trustees 2003 estimate of the Trust Fund exhaustion

date is 2042 has no bearing on the demands that Social Security and Medicare will place

on the rest of the budget beginning in just a few years. This total budget perspective is

important, because though Social Security and Medicare HI have Trust Funds, when

revenues into the combined system fall below expenditures, real resources must come

from somewhere else in the federal budget.

There are a few years of good news from the total budget perspective. Social

Security and Medicare Part A payroll tax revenues currently exceed expenditures. These

surpluses are sufficient to cover almost all of Medicare Part B expenditures that are not

paid by premiums. This year and next, the combined programs of Social Security and

Medicare Parts A and B are expected to require only a small transfer from the U.S.

Treasury. For several years thereafter, as Figure I shows, the forecast is that Medicare

and Social Security payroll tax revenues will be sufficient to actually provide revenues to

the rest of the budget. However, in fewer than five years, beginning in 2008 and in all

subsequent years, these programs will become a drag on the federal budget.

By 2010, in less than seven years, these programs will consume 1.5% of total

federal income tax revenues, an amount that will accelerate rapidly. By 2020, just two

years after the Trustees project that Social Security expenditures will first exceed

revenues, the two programs together will be using 17.5% of all federal income tax

revenues in addition to dedicated tax revenues. Rather than providing funds that add to

federal income tax revenues, these programs will require a transfer from these same

federal income tax receipts and begin to impinge on other federal programs.

The problem does not end in 2020, as the required transfers will continue to grow

rapidly. By 2025, in order to maintain current program benefits, Social Security will

require that almost 9% of all federal income tax revenues be transferred to beneficiaries.

Moreover, Social Security and Medicare together will use up nearly 28% of all federal

income tax revenues in 2025. As depicted in Figure 2, the total transfer will grow to more

than 36% (13% for Social Security) of federal income tax revenues by 2030, and by

2040, just two years before the current estimate of Social Security Trust Fund exhaustion
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and almost ten years before newly entered workers will retire, these programs will require
over 47% (15.3% for Social Security) of total federal income tax receipts.

In spite of Medicare reform getting most of the current press, Social Security's
financing future is ominous. This year, Social Security will contribute to the Treasury the
equivalent of 6.5% of total federal income tax receipts. By 2020, just seventeen years
from now and still at the beginning of the baby boomer retirement wave, Social Security
will require a transfer of more than 3.4% of all federal income tax receipts to pay benefits
forecast by the Trustees under current law. This transfer will grow rapidly so that by
2042, the year the Trustees forecast that the Social Security Trust Fund will be exhausted,
it will reach 15.5% of all federal income tax revenues. In that year, we will be
transferring to Social Security beneficiaries some $427 billion in today's dollars, out of
projected federal income tax revenues of $2.76 trillion, as Figure 2 shows. Importantly,
the size of the required transfer will remain almost the same in 2043, when the transfer
must be $438 billion in today's dollars, out of projected federal income tax revenues of
$2.81 trillion. Thus, the Trust Fund and its exhaustion date play no role whatsoever in the
amount of resources that must be transferred to Social Security beneficiaries if the current
program remains in place. At best, the Trust Fund is simply a commitment by Congress
to find the money and not a source of any funding. At worst, it may provide solace for
some and delay changes necessary to address the coming shortfalls in Social Security
funding.

Clearly, elderly entitlement programs are out of control. If nothing is done, by
2060, the combination of Social Security and Medicare will account for more than 71%
of a federal budget that remains at the current budget's share of the nation's gross
domestic product. By way of comparison, these two programs today account for only
35% of federal expenditures.

These numbers, while staggering, are not meant to frighten, although they are
frightening. They are based on the best estimates that we as Trustees of the Social
Security and Medicare trust funds are able to put together. If not meant to frighten, they
surely represent a sobering reality.

The tax requirements we have just considered quantify the annual resources the
nation will have to transfer to the elderly in coming years. However, the debt implied by
these future transfers over and above the programs' dedicated revenue sources can be
quantified today. The promises implied by the Social Security and Medicare programs
are essentially debts that must be paid by future taxpayers.

Since we are discussing Social Security today, its obligations will be the focus of
my remaining comments. The Trustees now report several alternative measures of Social
Security's unfunded obligations including the 75-year unfunded obligation, the 100-year
closed group unfunded obligation and the perpetuity unfunded obligation. Reviewing
these different measures is an instructive way to evaluate the generational burdens of the
program. The components of the 75-year unfunded obligation, that is, the expected tax
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revenues, benefit payments, and the Trust Fund are presented in Table I and come from

Table IV.B6 in the Trustees report.

The table shows that in addition to current dedicated tax revenues, if scheduled

benefits are paid and scheduled tax rates remain unchanged, $31.4 trillion 2003 dollars
having a present value of $4.9 trillion, will have to be transferred to Social Security over
the next 75 years. Moreover, at the 75th year and for all years thereafter, the program will

experience deficits indicating that a more complete accounting is needed to describe the

full cost of the system under its current rules.

This more complete accounting is now presented in two new tables from the

Trustees Report: Tables IV.B7 and IV.B8. These tables report the perpetuity unfunded
obligation and the 100-year closed group unfunded obligation. The two measures allow
us to divide the total burden of the system between current generations and future
generations. The simple equation below expresses the idea that the all generation
unfunded liability must equal the sum of unfunded liability of the current generations
plus the unfunded liability of future generations.

All Generations = Current Generations + Future Generations
(Liability or Asset) (Liability or Asset) (Liability or Asset)

If we keep Social Security unchanged for all those 15 years old and older and then

calculate the difference between scheduled benefits and taxes until the last of this group

is expected to be deceased, we have an estimate of the debt we owe to current
generations. This debt is often referred to as the 100-year closed group unfunded
obligation. It is considered a closed-group, because only the tax payments and benefit
receipts of current beneficiaries and workers enter into the calculation. The calculation
ends in the I oo0h year, because the youngest members in the group today are 15 and are

expected to be deceased on or before the end of their 11 5th year.

The perpetuity unfunded obligation is the unfunded liability of all generations,
present and future, and the difference between the two is the liability or asset of future
generations beginning with those who turn 15 years old tomorrow. If the current Social

Security system was sustainable, the all generations unfunded liability would be zero, and

the debt owed to current generations would be completely offset by the taxes imposed on

the next 100 years of new entrants. This separation of the liability allows for a complete

evaluation of changes to the system since it accounts for all costs and benefits, not just
for current members but also for those who enter the system tomorrow and thereafter.

Table 2 reports the 1 00-year closed group obligation along with the perpetuity

unfunded obligation and the contribution of future generations. As the first row of the
table indicates, if current scheduled benefits and taxes remain in place, future generations
will have to pay the current generations $11.9 trillion debt. However, under currently
scheduled benefits and taxes, they will contribute nothing toward this debt, as shown in

the second row of the table. If the Social Security system was solvent, the future
generations would be paying taxes sufficient to make their contribution to the debt of
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current generations exactly $11.9 trillion. Thus, the fact that the Trustees estimate that
future generations will contribute nothing toward the debt owed current generations is
further evidence that Social Security, as it is currently constituted, is insolvent.

Table 2 reports the value of the Social Security Trust Fund that, in Table IV.B8 in
the Trustees Report, is treated as an offset to the liability owed to current generations.
However, as I have pointed out above, the Trust Fund has no effect on the magnitude of
the transfers necessary to pay scheduled benefits. The Trust Fund simply indicates a
commitment by Congress to provide funding but does not provide a source of the
required funding. Thus, the present value of funding, in addition to scheduled payroll
taxes that must be raised by Congress to provide for scheduled benefits, is the full $11 .9
trillion owed to current generations.

Between now and the time it takes for the baby boomers to move through
retirement, we will have to pay off most of the closed group debt. In doing so we must
bear in mind that the retired baby boomers are going to eat real food, live in real houses,
drive real cars and use real hospitals, doctors and nurses. The young will have to produce
all this output, essentially paying off the huge debt by consuming less while the retired
baby boomers consume more of the nation's output.

A measure of how much less future generations will have for their consumption
can be had by examining the payroll tax rate that would have to be imposed to pay for
Social Security and Medicare if we continue to provide scheduled benefits. Figure 4
shows estimated payroll tax rates that would provide revenue sufficient to pay scheduled
benefits for Medicare and Social Security. Importantly, by 2030 the required payroll tax
rate would be almost 27% and by 2040 would exceed 30%. Moreover, these tax rates
assume that the fact that the young have less to consume has no effect on the nation's
means of production or capital stock. However, tax rates at this level would significantly
affect capital accumulation and labor supply. Thus, the magnitude of the coming financial
crisis in the provision of elderly entitlements via generation transfers has the potential to
reduce national income and economic growth.

Conclusion

In the debate concerning changes necessary to assure the future of Social
Security, it is important to consider how these changes will impact on future participants.
The deficits projected by the Trustees in the 2003 Annual Report of the Board of Trustees
are especially significant. If no changes are made in Social Security and Medicare, they
will rapidly become the tail that wags the federal budget dog. By 2030, Medicare alone
will require more than 21% of all federal income tax revenues. When coupled with the
transfers to pay currently scheduled Social Security benefits, total transfers of general
revenues to keep these programs intact will require more than 35% of federal income tax
revenues in 2030. If other federal programs are to remain at anything like their current
size, dramatic action will be required.
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Fundamental reform can revitalize Social Security while reducing government
debt. Over the short term, reform is expensive. Over the long term, reform reduces taxes
and restores Social Security to a sound fiscal position. Total reformed benefits exceed the
amount payable under the current system and exceed the purchasing power of today's
benefits. Reform will eventually benefit recipients and workers alike. Even if Social
Security is reformed, the even larger Medicare debt will remain. As we have seen, Social
Security will require substantial transfers from the rest of the federal budget. An
alternative to these future transfers is to have people save more for their retirement.
Additional savings now can be used to lessen the tax burden required under the present
financing arrangement.
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Figure 1. Social Security and Medicare Funding
Shortfalls as a Percent of Federal Income Taxes
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Figure 3. Social Security Surpluses and Shortfalls in
2003$
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Figure 4. Projected Social Security and Medicare
Costs as a percent of Taxable Payroll
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Table I

Components of the 75-Year Social Security Unfunded Obligation
(2003)

Component

Tax Revenues

- Benefit Payments

= Additional Future Resources Required

- Trust Fund

= 75-year Open Group Unfunded Obligation

Present Value
(in billions)

$26,147

31,075

4,927

1.378

3,550

Table 2

Components of the Perpetuity Social Security Unfunded Obligation
(2003)

Present Value
Component (in trillions)

Current generations' liability $11.9

+ Future generations' liability 0.0

= All generations' liability 11.9

- Trust Fund 1.4

-Perpetuity Unfunded Obligation 10.5

-
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The CHAIRMAN. Well, Mr. Saving, thank you very much. Obvi-
ously, Doctor, you have challenged us well beyond what the two
first panelists did, so we are going to ask Brad to solve the prob-
lem. [Laughter.]

We are always looking for solutions, Brad, and we thank you
very much. Brad Smith is President and co-founder of Social Good
Through Politics. Please proceed.

STATEMENT OF BRAD SMITH, PRESIDENT/CO-FOUNDER, SO-
CIAL GOOD THROUGH POLITICS (HARVARD UNIVERSITY),
KNOXVILLE, TN
Mr. SMITH. Thank you, Chairman Craig. It truly is an honor and

a privilege to be here today to speak with you, so I thank you.
My name is Brad Smith. I am a junior at Harvard University

majoring in economics and government. For the past 2 years, I
have led a group of 20 Harvard students that has studied Social
Security and developed a five-point plan that remedies the fiscal
insolvency and increases the equality of the current Social Security
system. We have discussed our plan with notable individuals in-
cluding Harvard President and former Secretary of the Treasury
Lawrence Summers, former CEA Director Martin Feldstein, cur-
rent CEA Director Gregory Mankiw, former Senators David Pryor
and Warren Rudman, and current Senators Kennedy and Hagel.

However, the reason I am here today is not to tell you about
what my group has done, but rather to implore you to lead Con-
gress and to take immediate action to guarantee that my genera-
tion has financial security in our retirement.

Since the Social Security system was instituted by Franklin Roo-
sevelt in 1935, the system has lifted millions of our Nation's retir-
ees out of poverty. But I am frightened for my peers today. As you
have heard this morning, the system will not be able to do this for
my generation of Americans.

If no changes are made to the current system, my generation will
receive somewhere between 75 percent and two-thirds of the bene-
fits we have been promised. This means that my generation of
Americans will not have the social insurance we have been prom-
ised. This means that millions of retirees in my generation will fall
below the poverty line. This means that my generation will receive
less in benefits than we paid in taxes, never mind seeing a return
on our investment.

To me it is clear: The insolvency of the current Social Security
system is a threat to the social welfare of our Nation's future retir-
ees.

However, there is good news. We do have the power to protect
these future retirees. That is why I am here today: to plead with
you to take action and to take it immediately.

Every day we delay, the cost of fixing the problem increases. Yes,
it is better to undertake reform in an economic boom than during
an economic recession. Yes, it is better to undertake reform when
there is a budget surplus rather than when there is a budget def-
icit. But as any investor will tell you, it is better to start investing
today than it is to start investing tomorrow.

I know that Social Security is not an easy problem to fix. If it
was, it would have already been done. But I believe that is exactly
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why Chairman Craig asked me here today: to be a voice for the
millions of Americans who the current system will certainly fail.

I am not here to promote a specific solution, but I do believe that
the plan my group has developed can serve as a starting point for
a discussion on reform. Using a Social Security Administration cal-
iber model, my group has developed a five-point plan that is pro-
gressive and that addresses the fiscal insolvencies of the current
system. Our plan includes investing a portion of the FICA tax, re-
distributing wealth to lower-income and minority Americans, and
ensuring that all retirees receive at least 100 percent of their prom-
ised benefits.

However, no matter how good our plan is and no matter how
hard we work to inform Americans of the importance of reforming
the system, the power to change the system lies only in your
hands.

My generation needs you to be bold and commit yourselves to de-
veloping, publicizing, and passing a bipartisan reform plan. It will
be difficult, perhaps even controversial. But, in the end, I can guar-
antee you that it will be worthwhile. My generation will thank you
and your generation will leave a great legacy behind.

Thank you for your time.
[The prepared statement of Mr. Smith follows:]
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Testimony of Brad Smith:
Senate Special Committee on Aging

July 29, 2003

Chairman Craig, Senator Breaux, and other members of the Special Committee on Aging, it is an
honor and a privilege to be here today to speak with you.

My name is Brad Smith and I am a junior at Harvard University majoring in economics and
government. For the past two years, I have led a group of twenty Harvard students that has
studied social security and developed a 5-point plan that remedies the fiscal insolvency and
increases the equality of the current social security system. We have discussed our plan with
notable individuals including Harvard President and former Secretary of the Treasury Lawrence
Summers, former CEA director Martin Feldstein, current CEA director Gregory Mankiw, former
Senators David Pryor and Warren Rudman, and current Senators Kennedy and Hagel.

However, the reason I am here today is not to tell you about what my group has done, but rather
to implore you to lead Congress and take immediate action to guarantee that my generation has
financial security in our retirement.

Since the social security system was instituted by Franklin Roosevelt in 1935, the system has
lifted millions of our nation's retirees out of poverty. But I am frightened for my peers because,
as you have heard today, the system may not be able to do this for my generation of Americans.

According to the Social Security Administration, if no changes are made to the current system,
my generation will only be able to receive 75% of the benefits retirees today receive. This
means that my generation of Americans will not have the social "insurance" we have been
promised. This means that millions of retirees in my generation will fall below the poverty line.
And this means that my generation will receive less in benefits than we paid in taxes, never mind
seeing a return on our investment.

It is clear- the insolvency of the social security system is a threat to the social welfare of our
nation's future retirees.

The good news, however, is that each of you has the power to protect these future retirees. And
that's why I am here today- to plead with each one of you to take action- and to take it
immediately.

Every day you delay, the cost of fixing the problem increases. Yes, it's better to undertake
reform in an economic boom than during an economic recovery. Yes, it's better to undertake
reform when there is a budget surplus rather than when there is a budget deficit. But, as any
investor will tell you, it's better to start investing today than it is to start investing tomorrow.

I know that social security is not an easy program to fix- if it was, it would have already been
done. But I believe that is why Chairman Craig asked me here today- to be a voice for the
millions of Americans who the current system will fail.
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I am not here to promote a specific solution, but I do believe that the plan my group has
developed can serve as a starting point for a discussion on reform. Using a Social Security
Administration caliber model, my group has developed a 5-point plan that is progressive and that
addresses the fiscal insolvencies of the current system. Our plan includes investing a portion of
the FICA tax, redistributing wealth to lower income and minority Americans, and ensuring that
all retirees receive at least 100% oftheir promised benefits.

However, no matter how good our plan is and no matter how hard we work to inform Americans
of the importance of reforming the system, the power to change the system lies in your hands.

My generation needs you to be bold and commit yourselves to developing, publicizing, and
passing a bipartisan reform plan. It will be difficult, and perhaps even controversial, but in the
end, I can guarantee you that it will be worthwhile. My generation will thank you- and your
generation will leave a great legacy behind.

Thank you for your time.
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The CHAnuMAN. Well, Brad, thank you for that testimony and
your thoughts.

Several years ago, I held a series of meetings across my State on
Social Security with all the appropriate charts and graphs to tell
the story of current versus future situations. I invited senior citi-
zens and seniors in high school to attend. It was interesting to
watch the interaction, because in the first instance, the senior cit-
izen came somewhat defensive, and in the end, that defense was
gone and they were thinking in a much broader sense about the
totality of the system and the impact that it will have on your gen-
eration in relation to money in versus money out.

It was a fascinating experience, and it is some of what we are
going to have to hear from the younger generation to cause this
Congress to deal with this issue sooner, I think, rather than later.

Dr. Saving, you have made a somewhat broader perspective anal-
ysis, I think, of Social Security and the impacts ahead. In fact, your
testimony suggests that Social Security and Medicare financing
will have Federal budgetary implications as early as 2008. Will this
create an immediate visible effect at the time? Or will it be kind
of a gradual shadow effect, if you will, on the budget?

Mr. SAVING. Well, I think it is certainly going to be gradual, and,
actually, before it goes into deficit, it would start to have an effect
as soon as the revenues from this system have peaked and start
to decline. So that is going to be almost immediate.

But, you know, those are very small effects, and until we reach-
and perhaps we can go back to right here and get a feel for it. But
by 2020, you are looking at 17.5 percent of Federal income tax rev-
enues being transferred, and in the sense of your 10 years, that is
well beyond 2013. But by 2013 we already will be transferring-
we won't be transferring anything to Social Security, of course. So-
cial Security is going to go on not requiring a transfer. But the sum
of the two will indeed be requiring a transfer by then on the order
of 7 or 8 percent of Federal income tax revenues.

But we have to recall that Medicare itself right now, Parts A and
B together, have a deficit of about 7 percent.

The CHAIRMAN. Right.
Mr. SAVING. Because of Federal income tax revenues. So we are

already transferring to the elderly, and the complicated part is to
find a way to accomplish this within, I think, the fairly near future
because these numbers are going to be huge, and as you are well
aware, there is no way that even at 2020 that 17.5 percent of Fed-
eral income tax revenues is going to be obtainable as a transfer.
It just can't happen. That means that we have to do something,
and the problem that we can do something about more quickly is
Social Security.

But the other issue is that we still have the debt to the existing
people that we somehow have to do something about, and that is
the $11.9 trillion. The question is: What do we do about it? I might
say simply that, as you know, in the Commission we took care of
a lot of that debt by price indexing benefits as of 2008. Actually,
that wipes out about $5.5 trillion of that debt.

Now, if you try to do a reform, then you have to give something
back to people, and what the Commission tried to do is give some-
thing back in terms of private accounts. I am not here to promote



84

the Commission's proposals or any other reform. I am here as a
Trustee and just to discuss. But no matter what you do, that num-
ber has to be dealt with, and I think that is what the important
point is. Each reform that we suggest has to say how are we going
to deal with this $11.9 trillion, and we can deal with it by making
the baby boomers pay more taxes because they, clearly, in a sense
were undertaxed. Now, they might not agree with that if you would
come to them and say-

The CHAIRMAN. I don't agree with it.
Mr. SAVING. Exactly. I assumed you didn't feel like you were

undertaxed. But in the sense of supporting what you are expect-
ing-and I think another important point is that a generation
transfer system such as Medicare and Social Security have a bad
effect on the economy in the sense they reduce the capital stock,
because to the extent that people believe that their retirement is
taken care of, they invest less in the economy and they then leave
a smaller capital stock to the generations that follow them.

The CHAIRMAN. Well, on the first panel, following up on your
comment there, we discussed the need to assess the potential eco-
nomic effects of tax increases necessary to pay current promises. I
am interested in your judgment as an economist on the economic
impact of raising taxes to fill the financial gap in Social Security
and Medicare. What is your general view on that?

Mr. SAVING. Well, I think if we take a look at this chart right
here, it can give you an idea of where those taxes would have to
be if we were going to pay Medicare costs. As a percent of taxable
payroll, we are looking at tax rates that are double the current
payroll tax rates by almost 2030 if we were going to really pay the
Medicare that way. Those kind of tax incentives matter, and we
were discussing one way to solve this problem is to have people
work longer. The question is: How do we make people work longer?
We have to make it profitable for them to work longer. If you are
taking away 30 percent up front of what they earn, the labor force
participation is going to fall. Jobs are going to fall, because jobs are
a function of how many people want to work. If we make it less
profitable to work, fewer people are going to want to work. I think
we have to solve this-these are onerous tax levels that approach
European levels, and that is the reason why they have grown so
much more slowly than we have. I think there is no doubt that the
capital stock will get smaller, and income and employment will fall,
and that will actually exacerbate this problem, although it looks
like it might solve it.

The CHAIRMAN. OK. Brad, you are probably the first person ever
to testify before Congress who can expect to receive his entire So-
cial Security retirement benefit off the edge of the cliff, that chart
that both GAO and Social Security were showing us a few minutes
ago. You are certainly one of the youngest, if not the youngest, wit-
ness ever to testify before the Aging Committee. [Laughter.]

There ought to be a message in that beyond what I am pro-
posing, and that is that you, too, someday will grow older.

But, anyway, it is especially refreshing, I think, for young people
like yourself now becoming very much involved in the system and
the thought processes of this country to associate yourself with the
older generation, and that cross-generational relationship, I think,
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on the solution that we are all talking about is extremely impor-
tant here for both sides to understand this issue and effectively
deal with it.

Can you tell the committee what has compelled your interest and
your group's interest in Social Security?

Mr. SMITH. My interest in Social Security and my group's inter-
est sprung from a discussion we were having at Harvard's Institute
of Politics. We were sitting around talking about what were going
to be the issues that affected our generation and what were going
to be the issues that affected our lifestyles in the future. One of the
issues that kept coming to the forefront was Social Security. Social
Security brings 40 percent of the people that receive its benefits
above the poverty line. My Grandmom, Alma Smith, in Knoxville,
TN, she relies on Social Security. It is how she feeds herself. What
I am afraid of is that in the future the Social Security benefits my
grandmother receives are not going to be there for my generation.
Instead the people in my generation are going to have significant
financial problems in their retirement because Social Security is
not going to be there for them.

My group came together not only because we saw there was a
problem with Social Security but because we saw there was a prob-
lem that could be fixed. Social Security is both a problem and an
opportunity, for our generation to work with the older generation
to develop a solution, that not only fixes the current problem but
that improves individuals lifestyles well into the future.

The CHAIRMAN. Well, I am pleased to have you thinking about
fixing it. A good number of young people I speak to just simply say
to me, "Well, Senator, it is not going to be there. We understand
we probably still have a social obligation to our parents and our
grandparents, but we are not expecting to get anything. We are
going to invest in other forms of retirement and annuity programs
because it is not going to be there." That kind of pessimism, if you
will, or I guess I could say pessimistic objectivity, at least at the
current time, frustrates me because there are going to be a good
many of our citizens out there of your generation who are going to
probably need this kind of help.

The Comptroller General, Mr. Walker, pointed out in his testi-
mony that the trust fund exhaustion scenario raises, and I quote,
"significant intergenerational equity issues." I have told my grand-
children that they may someday look at me and say, "Gramps, we
can't afford you any longer." We should not let that happen.

Do you see inaction on Social Security as increasing tension of
the generations?

Mr. SMITH. What I see is that my generation is paying 12.4 per-
cent of what we earn to FICA. I see that money going to help my
Grandmom and lots of other elderly senior citizens. In the future,
if Social Security is not there for my generation I think there is a
great possibility that it will cause intergenerational tension. Right
now we sit on the brink of opportunity, the opportunity to fix the
Social Security system. If we pass over this brink without your gen-
eration considering the effects in action will have on my generation
I think that intergenerational tension will increase. On the other
hand, if our generations work together, we have the chance to in-
crease generational cooperation.
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The CHAIRMAN. It is important for us to find the best ways to
educate our young people on important public issues. Obviously,
the old phrase that you are the next generation of leaders may be
old, but it is true. What, in your opinion, is the extent of awareness
of your generation regarding Social Security insolvency issues?
What lawmakers do to increase that awareness, Brad?

Mr. SMITH. I think there is a limited awareness and in a lot of
cases, the awareness that people think they have is actually wrong,
as you alluded to earlier. A lot of people think either there will be
no Social Security for us in the future or people don't even think
about Social Security at this point in their lives. I think that there
is a two-pronged approach that we all can take to improve that into
the future.

The first prong of this approach involves groups like mine going
onto college campuses, reaching out to people in their 20's and 30's,
and showing them the graphs, talking to them about the numbers,
and explaining to them the tradeoffs that are inherently involved
in the Social Security debate and saying be informed, be wise, so
that when you go vote you know what you are voting for. Think
about this when you choose who to vote for. Think about this when
you are electing your Senators and Congressmen. In this way I
think there is a lot that can be done by my generation to inform
others in my generation.

But the second prong of this approach to increase fix awareness
must involve Congress and the Senate. It involves concerned Sen-
ators like yourself standing besides the graphs we have seen this
morning saying, Look, this is what is going to happen in the future;
if we don't do anything, this is what our grandchildren are going
to face. We need to do something. I have ideas, and you have ideas
about how to fix the problem. We need to work together because
the most important thing is finding a solution. No matter what
that solution is, fixing the problem needs to come first, and then
we can talk about different ways and different means of doing that.

The CHAIRMAN. Thank you very much. It is a thoughtful ap-
proach and the right one, I think, in the end to get there.

I was here in 1983. I made the tough choice of voting for that
new reform at that time that we are currently living under today.
You have spoken to it already, Dr. Saving, as it relates to the im-
pact on revenue and the programs that were made available at
that time.

You are suggesting that the tax necessary to fund the deficit or
the reality of what you are looking at is not a move from 12 to 18
but a move ultimately from 12 to over 20 percent. Is that correct?

Mr. SAVING. That is correct. It is going to take that to do it, and
I think that is what happened in 1983-and I think Pat Moynihan,
who I worked with on the Commission and had a great deal of re-
spect. He was a wonderful guy, and, of course, you knew Pat.

The CHAIRMAN. Absolutely.
Mr. SAVING. Wonderful person. But he recognized by 1990 that

the approach taken in 1983 wasn't right because what was going
to happen was there was no way for Congress or the Government
to protect the excess revenue, because there was no real way to in-
vest it. That was the real problem with it.
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It led us down the path where even where, we are now, we look
at the trust fund as if it is something real, because it was gen-
erated by this tax revenue that was there to help the system, pre-
sumably, but never really invested. I think it is a problem, and
that is why, when one of the things that we produce as Trustees-
and I was not going to mention this here, but it is something we
call the actuarial deficit; that is, what is the immediate change in
taxes which would solve the problem of the system? We do that in
two ways now. One of them is the perpetuity one, if you say; if we
immediately raise taxes 4 percentage points over what they are
now, we would permanently solve the problem. But that would only
be true if we really took the surpluses and invested them in fac-
tories. Because if we do not invest them in factories, all we have
done is to raise taxes and spending somewhere.

The CHAIRMAN. You ultimately have fed the general fund of the
U.S. Treasury.

Mr. SAVING. Exactly, which funds the current people in the
world, but not the future. To fund the future requires that we build
factories. If we do not do that, we have not funded the future.
There is no real way to fund the future other than that. It may be
possible for Government to do that, but we recognize that it is very
difficult. I think the Senate in 1998, when they voted unanimously
that they would not support something like that, recognized the
difficulties-not that it cannot be done, but that it is difficult in the
political system to do it. That is what private accounts were like.
Or another way to do it independent of that, and I don't know the
answer to that. But it does require-and when I speak to young
people-and I do that a lot, obviously, on a university faculty, and
they are the age of Brad. When you speak to them, of course, at
that age most of them assume they are immortal so they are never
going to be old. By the time I am done, I am pointing to this
chart-

The CHAIRMAN. Well, let the record show they will get old. All
right?

Mr. SAVING. They will get old, yes.
The CHAIRMAN. Let's establish that fact here.
Mr. SAVING. I say, Look, this isn't about-'You think this is

about old people," I say. "It is not. I am going to get mine. This
is about you because these are the taxes that you are going to have
to pay. So the reform in Social Security is about you, not about old
people." It is about young people.

The CHAIRMAN. Well, let's talk about-
Mr. SAVING. It is nice to see that Brad and his group recognize

that.
The CHAIRMAN. Let's talk about that for just a little bit, because

I have been through one of the most significant reforms in Social
Security, and you have just spoken to it. In all instances, reforms
have been a combination of two things: usually a reduction in over-
all benefits and increases in revenues through taxation. Of course,
you have run into the biggest frustration of a major tax increase
flowing into the treasury, therefore, being used up until it is need-
ed for other purposes and that kind of negative obligation, if you
will, resulting. That is what Congress, I think-that is what people
like myself and others, and that is what I hope Brad and his group
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are wrestling with at this moment. Are there other ways to reform
it? Of course, I am one of those who believes you can begin to cause
people to look at a portion of their revenue, their taxes into individ-
ualized accounts that change the character of the system.

Visit with us a little bit about those thoughts in your mind, be-
cause I am one of those that will no longer accept the standard
form of adjusting the system. I don't think it is viable anymore.

Mr. SAVING. Well, I think step one of that is the point that I
made earlier. The only way to transfer resources from the present
to the future is with factories. That, in effect, is what individuals
saving for their retirement do. In effect, they build factories so that
when they retire, they are going to be able to sell to the younger
generation, in effect. The younger generation is going to be willing
to pay for them and to consume less. Because ultimately all we
have to work with is the gross domestic product of the country.
When retirees consume more of it, there is less of it for the younger
generation.

So, part one of the whole thing is to get rid of this $11.9 trillion
debt. Again, it comes back to that issue. If we are going to have
young people save more, they have to consume less. The only way
to increase the capital stock of the country in any year, since we
only have a fixed amount of gross domestic product, if investment
is going to be bigger, consumption has to be smaller. We have to
let people know that, yes, consumption is going to be smaller, but
the benefits of the smaller consumption are going to more than
compensate you for the fact you get smaller consumption. That is
what investment means. Whenever you put money in your savings
accounts or you invest, you consume less.

The CHAIRMAN. Brad, do you agree with that?
Mr. SMITH. Yes.
The CHAIRMAN. Please go forward on that, because you and your

group have thought of a variety of ideas. Obviously, you have men-
tioned five approaches or a five-point approach.

Mr. SMITH. Right.
The CHAIRMAN. Does it incorporate some of what Dr. Saving has

just mentioned?
Mr. SMITH. It does incorporate some of what Dr. Savings men-

tioned. The only way we can really fix the Social Security system
is by consuming less now and looking at how we can use the money
we have now to ensure ourselves a secure financial future. I believe
that the answer to the Social Security crisis does have to be some
form of investment, and that does mean reducing our consumption
now or adjusting how we distribute benefits to the elderly genera-
tion now or just looking at different possibilities for the way to do
that. But I do think that it does require some form of investment
in capital and in the future.

The CHAIRMAN. Historically, we have reached out into the future
and adjusted in time slots that actuarially fit the trust funds. One
of the things that I have heard constantly in my life as a public
person-and I hear it from my parents, but I also hear it from a
chorus of other seniors, and my parents are now in their mid-80's.
They were notched babies or notch babies. Somehow, somebody else
before them got more than they are getting, and that is inequi-
table, when, in fact, it was a Congress making a decision as the
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Board of Directors of Social Security in making those adjustments
to fit the cash-flow in part.

I reference that as a point of interest because if I have heard it
once, the chorus has been loud, and there have been numerous ef-
forts on the part of Congress to make adjustments in the notch.

Mr. SAVING. Yes. One of the interesting things about it-one of
my brothers is a notch baby. I heard about this all the time. I
spoke to him yesterday

The CHAIRMAN. Were you ever able to effectively
Mr. SAVING. I said I am going to Washington to testify before the

Senate Committee on Aging. He had two comments. He said first,
"Tell them don't age." But the second thing is-and he is always
wanting to get me to impose upon you, "Fix this notch thing." But
the other issue is-

The CHAIRMAN. Well, let me ask this question of you first,
though. Have you ever been able to convince him of how the notch
came about and that it was equitable at the time?

Mr. SAVING. Well, you know the answer to that. [Laughter.]
You aren't going to convince him of that.
The CHAIRMAN. But you are an economist. I am just a lowly poli-

tician. I have never been able to pull it off.
Mr. SAVING. You would be better at that than I would, though.

But what is interesting is I gave him a piece of research that came
out of the National Bureau of Economic Research recently that sug-
gested that the notch babies have benefited from the fact that they
got smaller Social Security benefits because they worked longer
and have lived longer. When I tell my brother that he is lucky he
was a notch baby, he does not buy that either.

But the thing that you had the GAO do here points very clearly
at the impact of that approach, which creates several notches. As
we know, politically, as you know, notches are not good. From that
perspective it is clear that we can't just let the system go on the
way it is, because it is going to re-create these notches. But also,
I think that the points that were made here that the transfer is
really not any different after the trust fund expires than it was be-
fore, the real problem is to deal with the deficits and forget the
trust fund. But, again, anytime you compare any proposal to re-
form Social Security, you have to say: What is it if we don't do it?
I am very pleased that you had GAO do this, because it is impor-
tant for us to say these are the things that will happen if we don't
do anything.

But I want to emphasize that here are the transfers that we-
in order to even make that happen, this is the money we are going
to have to raise and transfer to Social Security, even to make the
so-called "do nothing" thing happen. It is going to be very expen-
sive to, so to speak do nothing. It is important for us to say-and
one of the things on the Commission we were always faced with,
people would say this is expensive and let's do something else, and
we would say, well, show us where you are going to find the money
to do what you are talking about. That is the issue.

The other side always would simply have a better idea, but never
tell you how they are going to fund it. That is important. I think
that is why I like very much what you have done here.

The CHAIRMAN. Well, thank you very much for that statement.
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Brad, I am going to give you the chance to have the last word.
Mr. SMITH. Well, I think the last word has to be reform and re-

form now. There are tons of ways-great people have looked at lots
of different ways to reform the system. I think Pride of Retirement
Council have a great way to reform the system. But I think there
are other good ways on the table. We need to reform the system
now in order to ensure that my generation has financial security
in our retirements. My generation will make the necessary invest-
ment to secure our futures and I hope that your generation will as-
sist us in this process.

The CHAIRMAN. Words well spoken. Thank you.
The committee will stand adjourned.
[Whereupon, at 11:32 a.m., the committee was adjourned.]
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Social Security is an important
social Insurance program affecting
virtually every American family. It
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retirement income system and also
provides millions of Americans
with disability iisurance and
survivors' benefits. Over the long
term, as the baby boom generation
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The Chairman of the Senate Spewial
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Chaiman of the Senate Committee
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illustrative 'Trust Fund
Exhaustion' scenario under which
benefits are reduced
proportionately for all beneficiaries
by the shortfall in revenues
occurring upon exhaustion of the
conmbined Old-Age and Survivom-
Insurance and Disability Insurance
Trust Funds. The analytic, .:
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proposal achieves sustainable
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the U.S economy and the federal
budget; (2) the balance struck
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adequacy and individual equity and
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implemented, administered, and
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Fond Exhaustion scenario is
intended as an analytic tool, not a
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What GAO Found
The 'Trust Fond Exhaustion' scenario underscores the need to take action
sooner rather than later to address Social Security's financing shortfall. In so
doing, the scenario illustrates trade-offs between sustainable solvency and
benefit adequacy and equity

By definition this scenario would achieve sustainable solvency because after
trust fund exhaustion, benefit payments would be adjusted each year to
equal annual tax income. Before exhaustion, the scenario would have the
same unified fiscal results as paying currently scheduled benefits with no
policy changes. After exhaustion, fiscal results would be increasingly similar
to funding currently scheduled benefits with a tax increase (tax increase
benchmark) and a benefit reduction benchmark that incorporates gradual
and progressive reductions.

Benefits would differ sharply over time. Before trust fund exhaustion,
currently scheduled benefits would be paid in full. After, benefits for all
would be reduced across the board by 27 percent (to 73 percent of currently
scheduled levels). Additional reductions would need to be taken in
successive years such that at the end of the 75-year projection period,
benefits would be reduced by 33 percent (to 67 percent of currently
scheduled levels).

The Trust Fund Exhaustion scenario raises significant intergenerational
equity issues. Specifically, a much greater burden would be placed on
younger generations Those born in 1955 would see no benefit reductions
until age 83, whlle those born in 1985 would experience reduced benefits
immediately upon retirement and benefits lower than under either GAO's
benefit reduction benchmark or tax increase benchmark in all years of
retirement Consequently, lifetime benefits would be reduced mote for
younger generations. Benefits would be adjusted proportionately for all
recipients, increasing the likelihood of hardship for lower-income retirees
and the disabled.

Assessing the Social Security Administration's (SSA) administrative
challenges under this scenario is difficult given a lack of historical precedent
and legislative clarity on how SSA would proceed. A focus on cash
management would be needed to calculate and implement the needed
ongoing benefit adjustments.
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United States General Acconoting Office
Washington, DC 20548

July 29, 2003

The Honorable Larry E. Craig
Chairman
Special Comnmittee on Aging
United States Senate

The Honorable Charles Grassley
Chairman
Committee on Finance
United States Senate

This report responds to your request that we apply our criteria for
assessing Social Security reform proposals to a 'Trust Fund Exhaustion'
scenario. As requested, this analysis assumes that once the combined Old-
Age and Survivors Insurance and Disability Insurance (OASDI) Trust
Funds are exhausted, monthly benefit checks will be reduced in
proportion to the annual shortfall, effectively reducing everyone's benefits
across-the-board.

As agreed with your offices, our report is based on the analytic framework
we have previously used to evaluate Social Security reform proposals!
This framework consists of three basic criteria:

The extent to which the proposal achieves sustainable solvency and
how It would affect the U.S. economy and the federal budget

The balance struck between the twin goals of income adequacy (level
and certainty of benefits) and individual equity (rates of return on
individual contributions).
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* How readily changes could be implemented, administered, and
explained to the public.

As in our evaluations of reform proposals, our assessment of the Trust
Fund Exhaustion scenario uses a set of detailed questions that help
describe potential effects of reform models on important policy and
operational aspects of public concern. These questions are displayed in
the report

It is important to keep in mind that focusing on trust fund solvency alone
is not sufficient Solvency does not tell us whether the program is
sustainable-that is, whether the government will have the capacity to pay
future claims or what else will have to be squeezed to pay those claims.

Although the Trustees' 2003 intermediate estimates show that the
combined Social Security Trust Funds will be solvent until 2042,' program
spending will constitute a growing share of the budget and the economy
well before that date. In 2008, the first baby boomers will become eligible
for Social Security benefits, and in 2009 Social Security's cash surplus-
the difference between program tax income and the costs of paying
scheduled benefits-will begin a permanent decline. By 2018, Social
Security's tax income is projected to be insufficient to pay currently
scheduled benefits. Importantly, neither the decline in the cash surpluses
nor the cash deficit will affect the payment of benefits. However, the shift
from positive to negative cash flow will place increased pressure on the
federal budget to raise the resources necessary to meet the program's
ongoing costs. If you look ahead in the federal budget, Social Security
together with the rapidly growing health programs (Medicare and
Medicaid) will dominate the federal government's future fiscal ouUook.
Absent reform, the nation will ultimately have to choose between
persistent, escalating federal deficits, significant tax increases, and/or
dramatic budget cuts of unprecedented magnitude.

In analyzing the Trust Fund Exhaustion scenario, we used estimates
provided in a memorandum dated May 8, 2003, prepared by the Social
Security Administration's (SSA) Office of the Chief Actuary. Under these
estimates, the cost of OASDI benefits equals OASDI income once the
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combined trust funds are exhausted.' The analyses presented in this report
are based on the Trustees' best, or intermediate, estimates of the 2001
OASDI Trustees Report' Accordingly, our assessment uses the same
framework as our January 15, 2003, report to you on the reform models
put forward by the Presidenfts Commission to Strengthen Social Security.'
This report follows the format of and uses the same economic
assumptions as that report.

Although any proposal's ability to achieve and sustain solvency is sensitive
to economic and budgetary assumptions, using a common framework can
facilitate comparisons of alternative reform proposals. Our analysis of the
Trust Fund Exhaustion scenario uses the same three benchmarks as did
our January repor'

The 'benefit reduction benchmark" assumes a gradual reduction in the
currently scheduled Social Security defined benefit beginning with
those newly eligible for retirement in 2005. Current tax rates are
maintained.

The 'tax increase benchmark' assumes an increase in the OASDI
payroll tax beginning in 2002 sufficient to achieve an actuarial balance
over the 75-year period. Currently scheduled benefits are maintained.

The 'baseline extended" benchmark is a fiscal policy path developed in
our earlier long-term model work that assumes payment in full of
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currently scheduled Social Security benefits throughout the simulation
period and no other changes in current spending or tax policies.'

As in other work assessing Social Security reform proposals, we used our
long-term economic model in assessing the Trust Fund Exhaustion
scenario against the first criterion, that of financing sustainable solvency.'
Our sustainable solvency standard encompasses several different ways of
looking at the Social Security program's financing needs.

While 75-year actuarial balance is generally used in evaluating the long-
term financial outlook of the Social Security program and reform
proposals, it is not sufficient in gauging the program's solvency after the
76th year. For example, under the Trustees' intermediate assumptions, the
75-year actuarial period changes each year, and a year with a surplus is
replaced by a new 75th year that has a significant deficit. As a result,
changes made to restore trust fund solvency only for the 75-year period
can result in future actuarial imbalances almost immediately. Reform
plans that lead to sustainable solvency would be those that consider the
broader issues of fiscal sustainability and affordability over the long term."
In analyzing reform plans, the key fiscal and economic point is the ability
of the government and society to afford the commitments when they come
due. Our analysis addresses this key point by looking at the level and
trends over 75 years in deficits, cash needs, and gross domestic product
(GDP) consumed by the program.

To examine how the Trust Fund Exhaustion scenario balances adequacy
and equity concerns, we used the Genuine Microsimulaion of Social
Security and Accounts (GEMINI) model, a dynamic microsimulation
model for analyzing the lifetime implications of Social Security policies for

tpmeidy, theer-oee, a reshrtisitn benefit onepds m patt by incteased borromg
from the ptrbic.

'For this analysis, consistent with SSA's soanog of the Coeminsson eroen models, or
ong-teem economic model anorpoat the 2001 Tstees best-L, a teeedintte,

"me Trastens have teed the tens 'sustaabae sotveey to nian maintoting a tat rAod
batan.e that is positve and either leel ineresiang a .percent of the nsal.W cost of the
program at the end of the 75-year penad. GAO r deratiaon of -stai-nabte soiveay seeks to
gain a Mone. amptee p-speetive oat, prsalt'lhkely eaects on the pegnt, the federal
badges and the es ootoy.

Ge03Ao-907 sodW SnOtyRgenea



98

a large sample of people" born in the same year. GEMINI can simulate
different reform features for their effects on the level and distribution of
benefits. To assess benefit adequacy over time,
we display median monthly benefit levels for those born in 1955, 1970, and
1985 ('birth cohorts') at different ages as well as their median lifetime
benefits.

In analyzing reform proposals, we have stated that the use of our criteria
to evaluate approaches to Social Security reform highlights the trade-offs
that exist between efforts to achieve solvency for the combined OASDI
Trust Funds and efforts to maintain adequate retirement income for
current and future beneficiaries. For example, in our January report, we
observed that the Commission reform models illustrate some of the
options and trade-offs that will need to be considered as the nation
debates how to reform Social Security. The Commission's proposals also
illustrated the difficulty reform proposals face generally in balancing
adequacy (level and certainty of benefits) and equity (rates of return on
individual contributions) considerations.

The Trust Fund Exhaustion scenario illustrates the trade-offs between
sustainable solvency and benefit adequacy and equity in a different way.
By definition, this scenario would achieve sustainable solvency because
once the combined trust funds have run out, benefit payments would be
adjusted (i.e., reduced) each year to equal annual tax income. Under this
scenario, shares of the federal budget and the economy devoted to Social
Secunty would be lower compared to currently scheduled benefits. From
a rical perspective, before exhaustion, the scenario would have the same
unified fiscal results as paying currently scheduled benefits with no policy
changes. Before 2038, the Trust Fund Exhaustion scenario would reduce
unified surpluses and increase unified deficits compared to the tax
increase benchmark by the same amounts as the baseline extended
benchmark. Subsequently, the Trust Fund Exhaustion scenario would
result in unified fiscal results increasingly similar to both the tax increase
benchmark and the benefit reduction scenario over the 75-year period.
Before 2038, the Trust Fund Exhaustion scenario would require the same
amounts of cash as the tax increase or baseline extended benchmarks;
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subsequently, the Trust Fund Exhaustion scenario would require less cash
each year than any of the three benchmarks.

Under the Trust Fund Exhaustion scenario, the effect on benefits would
differ sharply before and after exhaustion took place. Before exhaustion,
benefits would be the same as those currently scheduled, reflected in both
the tax increase and baseline extended benchmarks. Once the combined
trust funds run out, benefits for all would be reduced across the board and
remain below currently scheduled levels. Accordingly, after trust fund
exhaustion all those receiving benefits would experience a sharp drop in -
benefits compared to currently scheduled levels; under the Trustees'
2001 intermediate estimates, this drop is estimated at 27 percent (or
73 percent of currently scheduled levels) in 2039." Small further
reductions would need to be taken in successive years such that by
2076 benefits would be one-third below currently scheduled benefits
(i.e., to 67 percent of currently scheduled levels).

The Trust Fund Exhaustion scenario raises significant intergenerational
issues. Specifically, due to the timing of the reductions under the Trust
Fund Exhaustion scenario, younger generations would bear much greater
benefit reductions. Those born in 1955 would see no benefit reductions
until they reached age 83," while those born in 1985 would receive lower
benefits than under either GAO's benefit reduction or tax increase
benchmarks in all years of retirement Consequently, lifetime benefits
would be reduced more for younger generations. Under the Trust Fund
Exhaustion scenario that we used, benefits would be adjusted
proportionately for all recipients, increasing the likelihood of hardship for
lower-income retirees and the disabled, especially those who rely on
Social Security as their primary or sole source of retirement income.

The nature and scope of SSA's administrative challenges under the Trust
Fund Exhaustion scenario are difficult to describe or assess given a lack
of historical precedent and legislative clarity on how SSA would proceed.
At a minimum, a focus on cash management would be needed for SSA to
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calculate and implement the ongoing benefit adjustments required under
the scenario.

Concluding The use of our criteria to evaluate approaches to Social Security reform
highlights the trade-offs that exist between efforts to achieve sustainable

Observations solvency and to maintain adequate retirement income for current and
future beneficiaries. These trade-offs can be described as differences in
the nature and extent of the risks for individuals and the nation as a whole.

At the same time, the defined benefit under the current Social Security
system is also uncertain. The primary risk is that a funding gap exists
between currently scheduled and funded benefits which, although It will
not occur for a number of years, is significant and will grow over time.
Other risks stem from uncertainty in, for example, future levels of
productivity growth, real wage growth, and demographics. Congress has
revised Social Security many times in the past, and future Congresses
could decide to revise benefits in ways that leave those affected little time
to adjust As Congress deliberates approaches to Social Security, the
national debate also needs to include discussion of the various options for
reform and the timing in which it should occur.

Early action to change Social Security would yield the highest fiscal
dividends for the federal budget and would provide a longer period for
prospective beneficiaries to make adjustments in their own planning.
Waiting to build economic resources and reform future claims entails
risks. FMMt, we lose an important window where today's relatively large
workforce can increase saving and enhance productivity, two elements
critical to economic growth. We also lose the opportunity to reduce the
burden of interest payments, thereby creating a legacy of higher debt as
well as elderly entitlement spending for the relatively smaller workforce of
the future. Most critically, we risk losing the opportunity to phase in
changes gradually so that all can make the adjustments needed in private
and public plans to accommodate this historic shift Unfortunately, the
window of opportunity to address the entitlement challenge is narrowing.
As the baby boom generation retires and the numbers of those entitled to
these retirement benefits grow, the difficulties of reform will be
compounded. Accordingly, it remains more important than ever to deal
with these issues over the next several years.
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Agency Comments We provided a draft of this report to SSA SSA provided informal technical

and Our Evaluation comments, which we have incorporated where appropriate

We are sending copies of this report to Senator John Breaux, Ranking
Minority Member, Senate Special Committee on Aging; Senator Max S.
Baucus, Ranking Minority Member, Senate Committee on Finance; the
Honorable William M. Thomas, Chairman, and the Honorable Charles B.
Range], Ranking Minority Member, House Committee on Ways and Means;
the Honorable E. Clay Shaw, Chairman, and the Honorable Bob Matsui,
Ranking Minority Member, Subcommittee on Social Security, House
Committee on Ways and Means; and the Honorable Jo Ann B. Barnhart,
Commissioner, Social Security Administration. We will also make copies
available to others on request. In addition, the report will be available at
no charge on GAO's Web site at hltp://wsvwr.gao.gnv.

If you or your offices have any questions about this report, please contact
Barbara D. Bovbjerg, Director, Education, Workforce, and Income
Security Issues, on (202) 512-7215, or Susan Irving, Director, Strategic
Issues, on (202) 512-9142.

David M. Walker
Comptroller General
of the United States
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Objectives

* Evaluation of a scenario in which no changes are made to Social
Security before the combined Old-Age and Survivors Insurance and
Disability Insurance (OASDI) Trust Funds reach exhaustion.

* This evaluation uses the three basic criteria GAO has developed that
provide policymakers with a framework for assessing proposed changes
to Social Security:

- Financing Sustainable Solvency.
- Enhancing Adequacy and Equity in the Benefits Structure.
- Implementing and Administering Reforms.

2
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Methodology

* Financing Sustainable Solvency
- GAO's long-term economic model was used to help assess the potential

fiscal and economic impacts of changes to Social Security.
- Estimates of scenario costs and income are those made by the Office of

the Chief Actuary, Social Security Administration (SSA), under the
Trustees' 2001 intermediate assumptions.

* Balancing Adequacy and Equity
- The GEMINI model, a dynamic microsimulation model,1 was used to

analyze the 1955, 1970, and 1985 birth cohorts to enable comparison of
results over time as reform models are fully implemented.

* Implementing and Administering Reforms
- Qualitative analysis based on GAO's issued and ongoing body of work on

Social Security reform was used.

'GEMINI i- Useful tin. a ieu n. Ion 01 Sod.[ SeOnty posIe s. . Ip .e 01 people bun lh -Same yI.
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Benchmarks

GAO's analysis uses three benchmarks:

Benefit reductio maintains current payroll tax rates and assumes a gradual
reduction in Social Security benefits beginning with those reaching age 62 in
2005 and continuing for the next 30 years. In each of those years, this
benchmark applies equal percentage point reductions to all three Primary
Insurance Amount (PIA) formula factors. Relative to a proportional reduction,
this benchmark is progressive in that it reduces benefits less for lower
earners.

* Tax increase' assumes that the combined employer-employee payroll tax rate
is increased by 0.34 percent for Disability Insurance (DI) and 1.56 percent for
Old-Age and Survivor Insurance (OASI) beginning in 2002 in order to pay
scheduled benefits.

* Baseline extended is a fiscal policy path that assumes payment in full of all
scheduled Social Security benefits throughout the 75-year period and no other
changes in current policies. In this analysis, it uses the 2001 Trustees
intermediate economic assumptions, consistent with SSA scoring of reform
models, implicitly financing trust fund shortfalls with debt held by the public.

'The benda rough} Add UU ind~ C ,l S d_16~opd3 bGAO WAh tdaA f I-n SSA'. O1ffl d th. Chi Ad-Y.h2C~ Tnh5 khf~dt*m EQ ask M od C~an w by Bth irolC 75-yA WS by to ca, SgdeWly S Arl eh,00 Ad oem beyon .pedFemeo Ae~d baenk mo on til beAd UN5be Ads Ae A,10n Aedonm, e peIll d So~Sedll5:2nemn~on5 Ph~hlfr7 mD llonehdtlcy OA-042.2. WAC~nlo,-D.C.:beelSni 202001. 4
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Benchmarks (continued)
GAO

All three benchmarks are used in analyzing sustainable solvency. From
the perspective of sustainable solvency, the baseline extended differs
from the tax increase benchmark. The tax increase benchmark assumes
payroll tax financing of all scheduled benefits whereas the baseline
extended benchmark assumes all scheduled benefits will be paid but
does not specify an new financing--implicitly benefits are financed by
increasing debt hel by the public.

* There is no difference between the tax increase and baseline extended
benchmarks in analyzing benefit levels, since only the financing of
benefits differs, not the actual benefit levels. Therefore only the benefit
reduction and tax increase benchmarks are used in analyzing benefit
adequacy.

* Benchmarks are to be viewed as illustrative, polar cases or bounds for
changes within the current system. Other benchmarks could be devised
with different tax and/or benefit adjustments that would perform the same
function.

5
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Trust Fund Exhaustion Scenario

* Under "Trust Fund Exhaustion," no changes would be made to program
financing. Current tax rates would be maintained.

* Currently scheduled benefits would be paid in full until the year in which the
combined OASDI Trust Funds are exhausted.' In that year, benefits are
assumed to be reduced such that total benefits equal the remaining trust
fund assets plus program income from present-law taxes.2 Thereafter,
benefits would be reduced in proportion to the annual Social Security
shortfall, effectively reducing benefits for everyone.3 (See fig. 1.)

.~~*dbn~ Th. W
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Figure 1: Trust Fund Exhaustion Scenario

Change in Currently Scheduled Benefits under Trust Fund Exhaustion
Scenario - 2001 Trustees Report

Percent change
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Financing Sustainable Solvency
This criterion evaluates the extent to which the proposal achieves sustainable
solvency, including how the proposal would affect the economy and the federal
budget.

To what extent does the proposal:
* Reduce future budgetary pressures?
* Reduce debt held by the public?

* Reduce the cost of the Social Security system as a percentage of GDP?
* Reduce the percentage of federal revenues consumed by the Social Security system?
* Increase national saving?
* Restore 75-year actuarial balance and create a stable system?

* Raise payroll taxes,. draw on general revenues, and/or use Social Security trust fund
surpluses to finance changes?

* Create contingent liabilities?

* Include 'satety valves" to control future program growth?

8
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Figure 2
The fiscal path under the Trust Fund Exhaustion scenario is the same as
baseline extended through 2037; shortly thereafter unified deficits as a
share of GOP are significantly lower under the Trust Fund Exhaustion
scenario.

Under the Trust Fund Exhaustion scenario, beginning about 2020 unified
surpluses are considerably smaller and deficits considerably larger than
under the benefit reduction benchmark until the combined OASDI Trust
Funds are exhausted. From about 2040 through the end of the simulation
period, the fiscal outlook under Trust Fund Exhaustion is quite similar to
the fiscal outlook under the benefit reduction benchmark.

* Compared to the tax increase benchmark, unified surpluses are much
smaller and deficits are much larger under the Trust Fund Exhaustion
scenario through 2037, thereafter, the difference between the fiscal paths
declines until the two are virtually indistinguishable after 2065 through the
end of the simulation period.

NoC da~h ~d eM0 C 0. oE W"d S o ,bd 5,X T I kfda. s NW cm's
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G A O Financing Sustainable Solvency (continued)

Figure 2: Trust Fund Exhaustion Scenario

Unified Surpluses and Deficits as a Share of GDP

Percent of GDP
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G A 0 Financing Sustainable Sotuency (continued)

Figure 3
* Debt held by the public under the Trust Fund Exhaustion scenario is the same

as baseline extended through 2037, soon thereafter debt as a share of GDP is
significantly lower under the Trust Fund Exhaustion scenario, and the gap
increases over time.

* Under the Trust Fund Exhaustion scenario, debt held by the public as a share of
GDP is higher than under the benefit reduction benchmark throughout the
simulation period.

* Compared to the tax increase benchmark, debt held by the public as a share of
GDP is significantly higher under the Trust Fund Exhaustion scenario for most of
the simulation period.

NoM: An.l. bad 0n 0 rile. 00 olel Aouoy. SSA ounao'e. Two 2001 hrm s gd COO.
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Financing Sustainable Solvency (continued)k GAO

Figure 3: Trust Fund Exhaustion Scenario

Debt Held by the Public as a Share of GDP

Percent of GDP
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~GA O Financing Sustainable Solvency (continued)

Figure 4
* The government's cash requirement under the Trust Fund Exhaustion scenario

is the same as both the baseline extended and tax Increase benchmarks
through 2037. After the combined OASDI Trust Funds are exhausted, the
government's cash requirement falls significantly compared to the baseline
extended and tax increase benchmarks and remains relatively constant as a
share of GDP through the end of the simulation period.

* Compared to the benefit reduction benchmark, the govemment's cash
requirement as a share of GDP is lower beginning in 2039 through the end of
the simulation period.

HoX A.:W btSt. ftud alt Oft. d ft ChWeAdsy. SSA,.dar t. Tw.s. 200, hfroom. .Ve. d C).
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Figure 4: Trust Fund Exhaustion Scenario

Government Cash Requirements
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Under the Trust Fund Exhaustion scenario:

* National saving would increase on a first-order basis due to the improved fiscal
position of the government resulting from the reduced benefit payments
beginning in 2038.1

* 75-year actuarial balance would result as benefits are reduced to match program
income. The system is stable at the reduced benefit level.

* No changes are assumed in program financing.

* No new contingent liabilities are created.

* Program growth is limited to growth in program income.

'Ata i blnt ordefr 5le Oen~ Eib on Did We* a gbe o~ v, nwoo caie p e bl W. of adO~
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Balancing Adequacy and Equity

This criterion evaluates the balance struck between the twin goals of income
adequacy (level and certainty of benefits) and individual equity (rates of return
on individual contributions).

To what extent does the proposal:
* Change scheduled benefits for current and future retirees?
* Maintain benefits for the disabled, dependents, and survivors?
* Maintain benefits for low-income workers who are most reliant on Social Security?
* Provide higher replacement rates for lower income eamers?
* Improve intergenerational equity?
* Ensure that those who contribute receive benefits?
* Expand individual choice and control over program contributions?
* Increase returns on investment?

16
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Balancing Adequacy and Equity-Methodology and Assumptions

* We evaluate the adequacy and equity criterion for the Social Security Trust
Fund Exhaustion scenario in companson with GAO benchmark through
analyses of:

- Median monthly benefits for those born in 1955, 1970, and 1985 (birth
cohorts) at vanous ages.

- The present value' of lifetime benefits for beneficiaries surviving to age 65
and beyond.

- Distribution of monthly benefits by benefit quintile and history of disability
receipt.

* All cohorts we analyzed were produced using the GEMINI model, a dynamic
microsimulation model of a representative sample of 100,000 individuals.

* Model Assumptions:
- No cohort members work past age 65.
- Retired worker beneficiaries start collecting benefits at age 65.2

'Th~n.WZ oEB v Moa u b sw~ds~Vd Wpb an-blowoN.~ys t Tr@M~y nub ITSdb
0.ubfl Go0. d . 2001 owl, R.m.7
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Balancing Adequacy and Equity-Overview of Trust Fund Exhaustion
Scenario

* Scenario results in a benefits 'cliff --27 percent reduction in benefits in 2039
followed by continued benefit reductions.

- Does not exempt current retirees and those near retirement age. (Those
currently retired would be affected if they were receiving benefits in 2038.)

- Benefits are reduced in a manner that does not protect low-income and
disabled workers.

* Scenario reduces lifetime benefits more for younger generations.

* For those born in the same year, the scenario reduces lifetime benefits more for
retirees who survive to older ages beyond the "cliff".

18
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Changes In Scheduled Benefits for Current and Future Retirees

* Under the Trust Fund Exhaustion scenario, the combined OASDI Trust Funds reach
exhaustion in 2038, with benefits reduced in that year and all subsequent years.

- Benefits are reduced across the board relative to currently scheduled benefits by
7 percent in 2038, about 27 percent between 2039 and 2045, and by increasingly
larger percentages in subsequent years.

* Benefits under Trust Fund Exhaustion:

- Mirror the the tax increase benchmark before 2038 and are substantially lower
afterwards.

- Are higher than the benefit reduction benchmark before 2038 and lower
afterwards.

Table 1: Timing of the Benefit "Clif
Those born Those born Those born

in 1955 in 1970 In 1985
Year cohort reaches age 65 2020 2035 2050
Age at which the cohort reaches the 'Cliff' (2038) 83 68 53

:GAOtt8.lY wt t0.ar~ns,y
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Figure 5
* Shows benefits in 2001 dollars for illustrative individual born in 1955, 1970, and

1985 under Trust Fund Exhaustion scenario.

* The 1955 and 1970 illustrative individuals receive currentl promised benefits
until ages 82 and 67, respectively, followed by a benefit cliff with reduced
benefits thereafter.

* The 1985 illustrative individual never receives currently scheduled benefits; all
benefits are received after the benefit 'cliftf and benefits gradually decline with
age.

Figures 6, 7, and 8
* Show median benefits for all survivin9 members of each birth cohort under Trust

Fund Exhaustion scenario and benefit reduction and tax increase benchmarks.

* Benefits increase slightly over time under Trust Fund Exhaustion and
benchmarks because some retirees change benefit status as they age.'
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Figure 5: Trust Fund Exhaustion Scenario

Monthly Benefits under Trust Fund Exhaustion Scenario for an Illustrative
Individual by Selected Birth Year
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Figure 6: Trust Fund Exhaustion Scenario

Median Monthly Benefits by Age for Those Born In 1955

2001 dllaers
2,000

1,500

1,000 "

500

0
65 67 69 71 73 75 77 79 81 83 85 87 89 91 93 95
Age

-tax Increase --- Trust fund exhaustion - - Benefit reduction

NM: Th. b.ohnk i 1P.
bHoft d.6o bak to 0 TWSt FdO EII t1

22



124

Anp.dh X: 5RfhSLUd .

GAG-M-907 So-l S&oty VWe

G A o Changes in Seduled Benefts (continued)

Figure 7: Trust Fund Exhaustion Scenario

Median Monthly Benefits by Age for Those Bom in 1970
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Figure 8: Trust Fund Exhaustion Scenario

Median Monthly Benefits by Age for Those Born in 1985

2001 dollars
2,000

.. .~~~... .... ...............................................................

1,000

500

0
65 67 69 71 73 75 77 79 81 83 85 67 89 91 93 95

Age

- Tax Increase -.- Trust fund exhaustion - - Benefit reduction

MM:n7 b m k, ok aS.A ToW PndEdSo I..d h 2C0pa0 f

24



126

Aph-ft BIdlg SiY.

CAO.C-IO7 Snid. So tI Ma

GAO

Benefit Outcomes for Low-income Beneficiaries

Figures 9 and 10

Trust Fund Exhaustion scenario:
* Reduces benefits in a manner that does not protect low-income workers.

* Reduces benefits relative to the benefit reduction benchmark by more for the
lower benefit quintiles
- Benefit reduction benchmark cuts benefits in a more progressive manner.

* Reduces benefits relative to the tax increase benchmark by the same proportion
for all benefit quintiles.

* Is more likely to adversely affect benefit adequacy and poverty rates than a
more progressive reduction, all else equal.

25
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Figure 9: Trust Fund Exhaustion Scenario

Median Real Monthly Benefits at Age 67 by Quintile for Those Born In 1985
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Figure 10: Trust Fund Exhaustion Scenario

Percentage Change in Benefits at Age 67 under the Trust Fund Exhaustion
Scenario Relative to the Tax Increase and Benefit Reduction Benchmarks
by Benefit Quintile for Those Born In 1985
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Benefit Outcomes for Disabled Beneficiaries'

Trust Fund Exhaustion scenario

Figure 1 1
* Reduces benefits by the same proportion for all beneficiaries including disabled

workers.

Figure 12
* Reduces benefits relative to the benefit reduction benchmark by more for those

who received disability before reaching the normal retirement age.
- Disability recipients have lower lifetime earnings.
- Benefit reduction benchmark cuts benefits in a more progressive manner.

* Reduces benefits relative to the tax increase benchmark by the same proportion
for those who received disability and those who did not.

28
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Figure 11 Trust Fund Exhaustion Scenario

Median Real Monthly Benefits at Age 67 by History of Dl Receipt for
Those Born In 1985
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Figure 12. Trust Fund Exhaustion Scenario

Percentage Reduction In Median Monthly Benefits under Trust Fund
Exhaustion Scenario at Age 67 Relative to the Tax Increase and Benefit
Reduction Benchmarks by History of Dl Receipt for Those Born In 1985

Percent change
0

-5

-10

-15

-20

-25

-30
Relative Reatve

to benefit to tax
reduction Inoease

] Never receive Dl @ Receive Di

Nal Cw.a 1011 ~0ein.I by ftT. F.,d E~ 110 -. ft~o 11 b0A,.e 1tdnlbe,11n1,, go.nl
1 d zown toh bk b Ntr 1 1 d Itn U pom ,= 94s h 2X) 10,, .W~s. tO. ~ ne~. bsd0,.,ko. a. Tea rffl ra _ .h 1955 30moUOnaDO yn1, e _e$q1a sdig.to 30



132

Appn-dM. 1: BWIrfllg Slide

GA04-O907 Sod.1 S-o-lty Refrn

j. GAO

Effect on Generational Equity

Figures 13 and 14
* For those born in 1955, lifetime benefits are higher under the Trust Fund

Exhaustion scenario than under the benefit reduction benchmark. However,
those living to age 83 and older would experience the "cliff."

e For those born in 1970 cohort, lifetime benefits are about the same under the
Trust Fund Exhaustion scenario and the benefit reduction benchmark.'
However, those surviving to age 69 and older would see their monthly benefits
reduced well below the benefit reduction benchmark.

* Lifetime benefits for those born in 1985 are about 7 percent lower under the
Trust Fund Exhaustion scenario than under the benefit reduction benchmark
(see fig. 14).
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Effect on Generational Equity (continued)

Figure 13: Trust Fund Exhaustion Scenario

Present Value of Lifetime Social Security Benefits by Birth Year

2001 dollars (In thousands)
400

300

195t 197 1ear
Birth yealr

= Benefit reduction benchmark Q Trust fund exhaustion M Tax increase benchmark

ereoe ~ ~ ~ ~ ~ ~ ~ ~~~~~~~IM
01 dboio. t0,t,. pooodbl-20u. ml. ampS~r o~oS bood~a 0* bo So. r d~b ogo 05 bt ~rkhor S 32whopoa ~gd 1~e counsoroboo0 Croo~ .o,g rorSo '. SorooIoboohol

GAOe34ee7 5dd S-fty Rt _

133

Ape-d" fi .- suE

A GAO



134

AppWi. 1: Brleli SMd.

CAO--90 Sel Se9-ify Refon

IG A Effect on Generational Equity (continued)

Figure 14: Trust Fund Exhaustion Scenario

Percentage Change in Ufetime Benefits under the Trust Fund Exhaustion
Scenario Relative to the Tax Increase and Benefit Reduction Benchmarks
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Implementing and Administering Reforms

This criterion evaluates how readily such changes could be implemented,
administered, and explained to the public.

To what extent does the scenario:
* Provide reasonable timing and funds for implementation and result in reasonable
administrative costs?
* Allow the general public to readily understand its financing structure and increase
public confidence?
* Allow the general public to readily understand the benefit structure and avoid
expectation gaps?
* Umit the potential for politically motivated investing?
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G A O Implementing and Administering Reforms (continued)

* Assessing the Social Security Administration's administrative and
implementation challenges posed by a Trust Fund Exhaustion scenario is
complicated by a lack of historical precedent and legislative clarity on how SSA
would proceed.

* Any determination of benefit distributions after exhaustion of the combined
OASDI Trust Funds would pose challenges to fundamental administrative
functions of SSA.
- At a minimum, a focus on cash management would be needed for SSA to

calculate and implement the ongoing benefit adjustments required under the
scenario.

* This Trust Fund Exhaustion scenario would require an educational campaign to
make public aware of "cliff' in benefits and of subsequent reductions.

* Difficulty added to individuals' retirement planning as benefits develop into a
moving target-'cliff' may be foreseen, but cuts tend to be deeper as an
individual ages.
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Appendix II: Methodology

Fiscal Model The model simulates the interrelationships between the budget and the
economy over the long term and does not reflect their interaction during
short-term business cycles. Long-term simulations provide illustrations-
not precise forecasts-of the relative fiscal and economic outcomes
associated with alternative policy paths. They are useful for comparing the
potential outcomes of alternative policies within a common economic
framework over the long term. Recognizing their inherent uncertainties,
we have generally chosen conservative assumptions, such as holding
interest rates and total factor productivity growth constant. Variations in
these assumptions generally would not affect the relative outcomes of
alternative policies.

Table 1: Fiscal Model Assumption Summary

model tnputs Assumptions
Sociat Securty spenderg (OASDI) 2001 Social Security Trustses smtennediate projections.
Medicare spending (Hi and SMI) 2001 Medicare Trustees' interredate asasumrption that per enrollee

Medicare spending grows with GDP per capea plus I percentage point.
Medcard spending ceo0s Juty 2002 beg-rrn assumrtion that per enrorlee Medicaid

spernrdng grows wdvh GDP per capita plus t percentage porint.
Other mandatory spending CBOrs August 2002 basenine through 2012. thereatter bIcreanes at the rate

of econonlic growth (ie., remains constant as a share of GDP).
DisOretionary spending CBO's August 2002 baseine through 2012 adjusted for the 2001 Sociat

Security Tnrstees inlation assurmptions; threreatter increases at the rate ot
econrauc growth.

Revenue CfJ's August 2002 basetine through 2012: thaereatter rernairas corant at
20.5 percent of GDP (Cfb's projection In 2012).

Nordederal saving (percent ot GDP): gross saving of the Increasesgradustyover the Oral 10 years to 17.5 percerrt of GDP (the
private sector and ste and local governmend sector average nordedat savrtg rase from 1992-200).
Net foreign investment (percent of GDP) Increases (or decreases) hrn 2002 share oa GOP by on-third of any

increase (or deorasse) In grss national saving through 2012; trereahter
Increaste (or decreases) Intm 2012 nominal dotlar level by one-trid of any
increase (or decrease) In gross national saving.

Labor growth in hours worked 2001 Social Seourity Trusteesateeredrate prlections
Total tactor productivty growth Consistent with labor productvrty growth in 2001 Social Security Trustees'

irnenmedate, projectons
Inflation (GDO pnce index and CPt) 2001 SocIal Security Trustees' intermediate projections.
Interest rmte (average on the nadiroll debt) Ct3's August 2002 irrptW ed mat arage intems rate thrnugh 2011

amssted for the 2001 Soeiat Security Trustees' ondertedimate inflaton
asascprlans 653 percent thereatter.

GAO'0307 Socia SewHo, _ron



138

Apptndi. II: MWtkodnInu

Benefit Model Genuine Microsimulation of Social Security and Accounts (GEMINI) Is a
microsimulation model developed by the Policy Simulation Group (PSG).
GEMINI is linked with two other PSG models, the Social Secuwity and
Accounts Simulator (SSASIM), which has been used in numerous GAO
reports, and the Pension Simulator (PENSIM), which has been developed
for the Department of Labor. For our report, we used SSASIM to produce
Social Security policy regimes consistent with the benefit reduction
benchmark, the tax increase benchmark, and the Trust Fund Exhaustion
scenario. PENSIM produced simulated samples, sometimes called
synthetic samples, of lifetime histories, including earnings, educational
attainment marriage, disability, and death, for the cohorts born in
1955, 1970, and 1985. The lifetime histories were validated against data
from the Survey of Income and Program Participation, the Current
Population Survey, Modeling Income in the Near Term (MINT3), and the
Panel Study of Income Dynamics. Additionally, any projected statistics
(such as life expectancy, educational attainment, employment patterns,
and marital status at age 60) are, where possible, consistent with
intermediate-cost projections from SSA s Office of the Chief Actuary.
Because PENSIM cannot yet stochasticalty determine the age at which a
member of the sample applies for benefits, we assumed that all ietired
worker beneficiaries claim benefits at age 65. GEMINI used the lifetime
histories produced by PENSIM and the policy regimes produced by
SSASIM to simulate Social Security benefits for retired and disabled
workers and auxiliary benefits paid to spouses, widows, and children.

Additional information about GEMINI may be found in three previous
GAO reports that used the model: Retirement Income: Inle.genevntional
Comparisons of Wealth and Fututre Income, GA-0)3-1291 (Washington,
D.C.: Apr. 25, 2003); Social Secuitiy Reforus: Analysis of Reform Models
Developed by the P'resident's Commission to Sotengthen. Social
Security, GAO (3-310 (Washington, D.C.: Jan. 15, 2003); and Social
Security: Pgrgmm's Role in Helping Ensur e Income Adequacy,
GAO-02-62 (Washington, D.C.: Nov. 30, 2001).

The GEMINI, PENSIM, and SSASIM models are updated to reflect changes
in information sources. Notable changes from recent reports include
updated mortality and disability patterns to reflect new information from

MlNrt is a detoled nsirsimna tion mioie devel - Pd jolily by the So-I Seninty
Adniinrwaiadn, thi Broati4nda Insation, RAND, nad the trban tstituite in troncdt the
disutibnio of i--me in retirnienitafr the 1931 in 196() bith ohorts.
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SSA's Offiee of the Chief Actuary. For more information on the models,
see the PSG Web site at www.polsim.com.
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